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APPENDIX A TO PART 3—RISK-BASED
CAPITAL GUIDELINES

Section 1. Purpose, Applicability of Guidelines,
and Definitions.

(a) Purpose. (1) An important function of
the Office of the Comptroller of the Currency
(OCC) is to evaluate the adequacy of capital
maintained by each national bank. Such an
evaluation involves the consideration of nu-
merous factors, including the riskiness of a
bank’s assets and off-balance sheet items.
This appendix A implements the OCC’s risk-
based capital guidelines. The risk-based cap-
ital ratio derived from those guidelines is
more systematically sensitive to the credit
risk associated with various bank activities
than is a capital ratio based strictly on a
bank’s total balance sheet assets. A bank’s
risk-based capital ratio is obtained by divid-
ing its capital base (as defined in section 2 of
this appendix A) by its risk-weighted assets
(as calculated pursuant to section 3 of this
appendix A). These guidelines were created
within the framework established by the re-
port issued by the Committee on Banking
Regulations and Supervisory Practices in
July 1988. The OCC believes that the risk-
based capital ratio is a useful tool in evalu-
ating the capital adequacy of all national
banks, not just those that are active in the
international banking system.

(2) The purpose of this appendix A is to ex-
plain precisely (i) how a national bank’s
risk-based capital ratio is determined and
(ii) how these risk-based capital guidelines
are applied to national banks. The OCC will
review these guidelines periodically for pos-
sible adjustments commensurate with its ex-
perience with the risk-based capital ratio
and with changes in the economy, financial
markets and domestic and international
banking practices.

(b) Applicability. (1) The risk-based capital
ratio derived from these guidelines is an im-
portant factor in the OCC’s evaluation of a
bank’s capital adequacy. However, since this
measure addresses only credit risk, the 8%
minimum ratio should not be viewed as the
level to be targeted, but rather as a floor.
The final supervisory judgment on a bank’s
capital adequacy is based on an individual-
ized assessment of numerous factors, includ-
ing those listed in 12 CFR 3.10. With respect
to the consideration of these factors, the
OCC will give particular attention to any
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bank with significant exposure to declines in
the economic value of its capital due to
changes in interest rates. As a result, it may
differ from the conclusion drawn from an iso-
lated comparison of a bank’s risk-based cap-
ital ration to the 8% minimum specified in
these guidelines. In addition to the standards
established by these risk-based capital
guidelines, all national banks must maintain
a minimum capital-to-total assets ratio in
accordance with the provisions of 12 CFR
part 3.

(2) Effective December 31, 1990, these risk-
based capital guidelines will apply to all na-
tional banks. In the interim, banks must
maintain minimum capital-to-total assets
ratios as required by 12 CFR part 3, and
should begin preparing for the implementa-
tion of these risk-based capital guidelines. In
this regard, each national bank that does not
currently meet the final minimum ratio es-
tablished in section 4(b)(1) of this appendix A
should begin planning for achieving that
standard.

(3) These risk-based capital guidelines will
not be applied to federal branches and agen-
cies of foreign banks.

(c) Definitions. For purposes of this appen-
dix A, the following definitions apply:

(1) Adjusted carrying value means, for pur-
poses of section 2(c)(b) of this appendix A,
the aggregate value that investments are
carried on the balance sheet of the bank re-
duced by any unrealized gains on the invest-
ments that are reflected in such carrying
value but excluded from the bank’s Tier 1
capital and reduced by any associated de-
ferred tax liabilities. For example, for in-
vestments held as available-for-sale (AFS),
the adjusted carrying value of the invest-
ments would be the aggregate carrying value
of the investments (as reflected on the con-
solidated balance sheet of the bank) less any
unrealized gains on those investments that
are included in other comprehensive income
and that are not reflected in Tier 1 capital,
and less any associated deferred tax liabil-
ities. Unrealized losses on AFS nonfinancial
equity investments must be deducted from
Tier 1 capital in accordance with section
1(c)(10) of this appendix A. The treatment of
small business investment companies that
are consolidated for accounting purposes
under generally accepted accounting prin-
ciples is discussed in section 2(c)(5)(ii) of this
appendix A. For investments in a non-
financial company that is consolidated for
accounting purposes, the bank’s adjusted
carrying value of the investment is deter-
mined under the equity method of account-
ing (net of any intangibles associated with
the investment that are deducted from the
bank’s Tier 1 capital in accordance with sec-
tion 2(c)(2) of this appendix A). Even though
the assets of the nonfinancial company are
consolidated for accounting purposes, these
assets (as well as the credit equivalent
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amounts of the company’s off-balance sheet
items) are excluded from the bank’s risk-
weighted assets.

(2) Allowances for loan and lease losses
means the balance of the valuation reserve
on December 31, 1968, plus additions to the
reserve charged to operations since that
date, less losses charged against the allow-
ance net of recoveries.

(3) Asset-backed commercial paper program
means a program that primarily issues ex-
ternally rated commercial paper backed by
assets or other exposures held in a bank-
ruptcy-remote, special-purpose entity.

(4) Asset-backed commercial paper SpPonsor
means a bank that:

(i) Establishes an asset-backed commercial
paper program;

(ii) Approves the sellers permitted to par-
ticipate in an asset-backed commercial
paper program;

(iii) Approves the asset pools to be pur-
chased by an asset-backed commercial paper
program; or

(iv) Administers the asset-backed commer-
cial paper program by monitoring the assets,
arranging for debt placement, compiling
monthly reports, or ensuring compliance
with the program documents and with the
program’s credit and investment policy.

(b) Associated company means any corpora-
tion, partnership, business trust, joint ven-
ture, association or similar organization in
which a national bank directly or indirectly
holds a 20 to 50 percent ownership interest.

(6) Banking and finance subsidiary means
any subsidiary of a national bank that en-
gages in banking- and finance-related activi-
ties.

(7)) Cash items in the process of collection
means checks or drafts in the process of col-
lection that are drawn on another depository
institution, including a central bank, and
that are payable immediately upon presen-
tation in the country in which the reporting
bank’s office that is clearing or collecting
the check or draft is located; U.S. Govern-
ment checks that are drawn on the United
States Treasury or any other U.S. Govern-
ment or Government-sponsored agency and
that are payable immediately upon presen-
tation; broker’s security drafts and com-
modity or bill-of-lading drafts payable im-
mediately upon presentation in the United
States or the country in which the reporting
bank’s office that is handling the drafts is lo-
cated; and unposted debits.

(8) Central government means the national
governing authority of a country; it includes
the departments, ministries and agencies of
the central government and the central
bank. The U.S. Central Bank includes the 12
Federal Reserve Banks. The definition of
central government does not include the fol-
lowing: State, provincial, or local govern-
ments; commercial enterprises owned by the
central government, which are entities en-
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gaged in activities involving trade, com-
merce, or profit that are generally conducted
or performed in the private sector of the
United States economy; and non-central gov-
ernment entities whose obligations are guar-
anteed by the central government.

(9) Commitment means any arrangement
that obligates a national bank to: (i) Pur-
chase loans or securities; or (ii) extend credit
in the form of loans or leases, participations
in loans or leases, overdraft facilities, re-
volving credit facilities, home equity lines of
credit, liquidity facilities, or similar trans-
actions.

(10) Common stockholders’ equity means
common stock, common stock surplus, undi-
vided profits, capital reserves, and adjust-
ments for the cumulative effect of foreign
currency translation, less net unrealized
holding losses on available-for-sale equity
securities with readily determinable fair val-
ues.

(11) Conditional guarantee means a contin-
gent obligation of the United States Govern-
ment or its agencies, or the central govern-
ment of an OECD country, the validity of
which to the beneficiary is dependent upon
some affirmative action—e.g., servicing re-
quirements—on the part of the beneficiary of
the guarantee or a third party.

(12) Deferred tax assets means the tax con-
sequences attributable to tax carryforwards
and deductible temporary differences. Tax
carryforwards are deductions or credits that
cannot be used for tax purposes during the
current period, but can be carried forward to
reduce taxable income or taxes payable in a
future period or periods. Temporary dif-
ferences are financial events or transactions
that are recognized in one period for finan-
cial statement purposes, but are recognized
in another period or periods for income tax
purposes. Deductible temporary differences
are temporary differences that result in a re-
duction of taxable income in a future period
or periods.

(13) Derivative contract means generally a
financial contract whose value is derived
from the values of one or more underlying
assets, reference rates or indexes of asset
values. Derivative contracts include interest
rate, foreign exchange rate, equity, precious
metals and commodity contracts, or any
other instrument that poses similar credit
risks.

(14) Depository institution means a financial
institution that engages in the business of
banking; that is recognized as a bank by the
bank supervisory or monetary authorities of
the country of its incorporation and the
country of its principal banking operations;
that receives deposits to a substantial extent
in the regular course of business; and that
has the power to accept demand deposits. In
the U.S., this definition encompasses all fed-
erally insured offices of commercial banks,
mutual and stock savings banks, savings or
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building and loan associations (stock and
mutual), cooperative banks, credit unions,
and international banking facilities of do-
mestic depository institution. Bank holding
companies are excluded from this definition.
For the purposes of assigning risk weights,
the differentiation between OECD depository
institutions and non-OECD depository insti-
tutions is based on the country of incorpora-
tion. Claims on branches and agencies of for-
eign banks located in the United States are
to be categorized on the basis of the parent
bank’s country of incorporation.

(15) Equity investment means, for purposes
of section 1(c)(19) and section 2(c)(5) of this
appendix A, any equity instrument including
warrants and call options that give the hold-
er the right to purchase an equity instru-
ment, any equity feature of a debt instru-
ment (such as a warrant or call option), and
any debt instrument that is convertible into
equity. An investment in any other instru-
ment, including subordinated debt or other
types of debt instruments, may be treated as
an equity investment if the OCC determines
that the instrument is the functional equiva-
lent of equity or exposes the bank to essen-
tially the same risks as an equity instru-
ment.

(16) Exchange rate contracts include: Cross-
currency interest rate swaps; forward foreign
exchange rate contracts; currency options
purchased; and any similar instrument that,
in the opinion of the OCC, gives rise to simi-
lar risks.

(17) Goodwill is an intangible asset that
represents the excess of the cost of an ac-
quired entity over the net of the amounts as-
signed to assets acquired and liabilities as-
sumed.

(18) Intangible assets include mortgage and
non-mortgage servicing assets (but exclude
any interest only (IO) strips receivable re-
lated to these mortgage and nonmortgage
servicing assets), purchased credit card rela-
tionships, goodwill, favorable leaseholds, and
core deposit value.

(19) Interest rate contracts include: Single
currency interest rate swaps; basis swaps;
forward rate agreements; interest rate op-
tions purchased; forward forward deposits ac-
cepted; and any similar instrument that, in
the opinion of the OCC, gives rise to similar
risks, including when-issued securities.

(20) Liquidity facility means a legally bind-
ing commitment to provide liquidity to var-
ious types of transactions, structures or pro-
grams. A liquidity facility that supports
asset-backed commercial paper, in any
amount, by lending to, or purchasing assets
from any structure, program, or conduit con-
stitutes an asset-backed commercial paper li-
quidity facility.

(21) Multifamily residential property means
any residential property consisting of five or
more dwelling units including apartment
buildings, condominiums, cooperatives, and
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other similar structures primarily for resi-
dential use, but not including hospitals,
nursing homes, or other similar facilities.

(22) Nationally recognized statistical rating
organization (NRSRO) means an entity recog-
nized by the Division of Market Regulation
of the Securities and Exchange Commission
(or any successor Division) (Commission or
SEC) as a nationally recognized statistical
rating organization for various purposes, in-
cluding the Commission’s uniform net cap-
ital requirements for brokers and dealers.

(23) Nonfinancial equity investment means
any equity investment held by a bank in a
nonfinancial company through a small busi-
ness investment company (SBIC) under sec-
tion 302(b) of the Small Business Investment
Act of 1958 (15 U.S.C. 682(b)) or under the
portfolio investment provisions of Regula-
tion K (12 CFR 211.8(¢)(3)). An equity invest-
ment made under section 302(b) of the Small
Business Investment Act of 1958 in a SBIC
that is not consolidated with the bank is
treated as a nonfinancial equity investment
in the manner provided in section
2(c)(5)(ii)(C) of this appendix A. A non-
financial company is an entity that engages
in any activity that has not been determined
to be permissible for a bank to conduct di-
rectly or to be financial in nature or inci-
dental to financial activities under section
4(k) of the Bank Holding Company Act (12
U.S.C. 1843(k)).

(24) The OECD-based group of countries com-
prises all full members of the Organization
for Economic Cooperation and Development
(OECD) regardless of entry date, as well as
countries that have concluded special lend-
ing arrangements with the International
Monetary Fund (IMF) associated with the
IMF’s General Arrangements to Borrow,!?
but excludes any country that has resched-
uled its external sovereign debt within the
previous five years. These countries are here-
inafter referred to as OECD countries. A re-
scheduling of external sovereign debt gen-
erally would include any renegotiation of
terms arising from a country’s inability or
unwillingness to meet its external debt serv-
ice obligations, but generally would not in-
clude renegotiations of debt in the normal
course of business, such as a renegotiation to
allow the borrower to take advantage of a

1As of November 1995, the OECD included
the following countries: Australia, Austria,
Belgium, Canada, Denmark, Finland, France,

Germany, Greece, Iceland, Ireland, Italy,
Japan, Luxembourg, Mexico, the Nether-
lands, New Zealand, Norway, Portugal,
Spain, Sweden, Switzerland, Turkey, the

United Kingdom, and the United States; and
Saudi Arabia had concluded special lending
arrangements with the IMF associated with
the IMF’s General Arrangements to Borrow.
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decline in interest rates or other change in
market conditions.

(25) Original maturity means, with respect
to a commitment, the earliest possible date
after a commitment is made on which the
commitment is scheduled to expire (i.e., it
will reach its stated maturity and cease to
be binding on either party), provided that ei-
ther:

(i) The commitment is not subject to ex-
tension or renewal and will actually expire
on its stated expiration date; or

(ii) If the commitment is subject to exten-
sion or renewal beyond its stated expiration
date, the stated expiration date will be
deemed the original maturity only if the ex-
tension or renewal must be based upon terms
and conditions independently negotiated in
good faith with the customer at the time of
the extension or renewal and upon a new,
bona fide credit analysis utilizing current in-
formation on financial condition and trends.

(26) Preferred stock includes the following
instruments: (i) Convertible preferred stock,
which means preferred stock that is
mandatorily convertible into either common
or perpetual preferred stock; (ii) Inter-
mediate-term preferred stock, which means pre-
ferred stock with an original maturity of at
least five years, but less than 20 years; (iii)
Long-term preferred stock, which means pre-
ferred stock with an original maturity of 20
years or more; and (iv) Perpetual preferred
stock, which means preferred stock without a
fixed maturity date that cannot be redeemed
at the option of the holder, and that has no
other provisions that will require future re-
demption of the issue. For purposes of these
instruments, preferred stock that can be re-
deemed at the option of the holder is deemed
to have an original maturity of the earliest
possible date on which it may be so re-
deemed.

(27) Public-sector entities include states,
local authorities and governmental subdivi-
sions below the central government level in
an OECD country. In the United States, this
definition encompasses a state, county, city,
town, or other municipal corporation, a pub-
lic authority, and generally any publicly-
owned entity that is an instrumentality of a
state or municipal corporation. This defini-
tion does not include commercial companies
owned by the public sector.1a

(28) Reciprocal holdings of bank capital in-
struments means cross-holdings or other for-
mal or informal arrangements in which two
or more banking organizations swap, ex-
change, or otherwise agree to hold each oth-
er’s capital instruments. This definition does
not include holdings of capital instruments
issued by other banking organizations that

1a See Definition (5), Central government, for
further explanation of commercial compa-
nies owned by the public sector.
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were taken in satisfaction of debts pre-
viously contracted, provided that the report-
ing national bank has not held such instru-
ments for more than five years or a longer
period approved by the OCC.

(29) Replacement cost means, with respect to
interest rate and exchange rate contracts,
the loss that would be incurred in the event
of a counterparty default, as measured by
the net cost of replacing the contract at the
current market value. If default would result
in a theoretical profit, the replacement
value is considered to be zero. The mark-to-
market process should incorporate changes
in both interest rates and counterparty cred-
it quality.

(30) Residential properties means houses,
condominiums, cooperative units, and manu-
factured homes. This definition does not in-
clude boats or motor homes, even if used as
a primary residence.

(31) Risk-weighted assets means the sum of
total risk-weighted balance sheet assets and
the total of risk-weighted off-balance sheet
credit equivalent amounts. Risk-weighted
balance sheet and off-balance sheet assets
are calculated in accordance with section 3
of this appendix A.

(32) State means any one of the several
states of the United States of America, the
District of Columbia, Puerto Rico, and the
territories and possessions of the United
States.

(33) Subsidiary means any corporation,
partnership, business trust, joint venture,
association or similar organization in which
a national bank directly or indirectly holds
more than a 50% ownership interest. This
definition does not include ownership inter-
ests that were taken in satisfaction of debts
previously contracted, provided that the re-
porting bank has not held the interest for
more than five years or a longer period ap-
proved by the OCC.

(34) Total capital means the sum of a na-
tional bank’s core (Tier 1) and qualifying
supplementary (Tier 2) capital elements.

(35) Unconditionally cancelable means, with
respect to a commitment-type lending ar-
rangement, that the bank may, at any time,
with or without cause, refuse to advance
funds or extend credit under the facility. In
the case of home equity lines of credit, the
bank is deemed able to unconditionally can-
cel the commitment if it can, at its option,
prohibit additional extensions of credit, re-
duce the line, and terminate the commit-
ment to the full extent permitted by rel-
evant Federal law.

(36) United States Government or its agencies
means an instrumentality of the U.S. Gov-
ernment whose debt obligations are fully and
explicitly guaranteed as to the timely pay-
ment of principal and interest by the full
faith and credit of the United States Govern-
ment.



Compitroller of the Currency, Treasury

(37) United States Government-sponsored
agency means an agency originally estab-
lished or chartered to serve public purposes
specified by the United States Congress, but
whose obligations are not explicitly guaran-
teed by the full faith and credit of the United
States Government.

(38) Walkaway clause means a provision in
a bilateral netting contract that permits a
nondefaulting counterparty to make a lower
payment than it would make otherwise
under the bilateral netting contract, or no
payment at all, to a defaulter or the estate
of a defaulter, even if the defaulter or the es-
tate of the defaulter is a net creditor under
the bilateral netting contract.

Section 2. Components of Capital.

A national bank’s qualifying capital base
consists of two types of capital—core (Tier 1)
and supplementary (Tier 2).

(a) Tier 1 Capital. The following elements
comprise a national bank’s Tier 1 capital:

(1) Common stockholders’ equity;

(2) Noncumulative perpetual
stock and related surplus; and 2

(3) Minority interests in the equity ac-
counts of consolidated subsidiaries, except
that the following are not included in Tier 1
capital or total capital:

(i) Minority interests in a small business
investment company or investment fund
that holds nonfinancial equity investments
and minority interests in a subsidiary that is
engaged in a nonfinancial activities and is
held under one of the legal authorities listed
in section 1(c)(23) of this appendix A.

(ii) [Reserved]

(b) Tier 2 Capital. The following elements
comprise a national bank’s Tier 2 capital:

(1) Allowance for loan and lease losses, up
to a maximum of 1.256% of risk-weighted as-
sets, 3 subject to the transition rules in sec-
tion 4(a)(2) of this appendix A;

preferred

2Preferred stock issues where the dividend
is reset periodically based upon current mar-
ket conditions and the bank’s current credit
rating, including but not limited to, auction
rate, money market or remarketable pre-
ferred stock, are assigned to Tier 2 capital,
regardless of whether the dividends are cu-
mulative or noncumulative.

3The amount of the allowance for loan and
lease losses that may be included in capital
is based on a percentage of risk-weighted as-
sets. The gross sum of risk-weighted assets
used in this calculation includes all risk-
weighted assets, with the exception of the
assets required to be deducted under section
3 in establishing risk-weighted assets (i.e.,
the assets required to be deducted from cap-
ital under section 2(c)) of this appendix. A
banking organization may deduct reserves
for loan and lease losses in excess of the
amount permitted to be included as capital,
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(2) Cumulative perpetual preferred stock,
long-term preferred stock, convertible pre-
ferred stock, and any related surplus, with-
out limit, if the issuing national bank has
the option to defer payment of dividends on
these instruments. For long-term preferred
stock, the amount that is eligible to be in-
cluded as Tier 2 capital is reduced by 20% of
the original amount of the instrument (net
of redemptions) at the beginning of each of
the last five years of the life of the instru-
ment;

(3) Hybrid capital instruments, without
limit. Hybrid capital instruments are those
instruments that combine certain character-
istics of debt and equity, such as perpetual
debt. To be included as Tier 2 capital, these
instruments must meet the following cri-
teria:¢

(i) The instrument must be unsecured, sub-
ordinated to the claims of depositors and
general creditors, and fully paid-up;

(ii) The instrument must not be redeem-
able at the option of the holder prior to ma-
turity, except with the prior approval of the
OCC;

(iii) The instrument must be available to
participate in losses while the issuer is oper-
ating as a going concern (in this regard, the
instrument must automatically convert to
common stock or perpetual preferred stock,
if the sum of the retained earnings and cap-
ital surplus accounts of the issuer shows a
negative balance); and

(iv) The instrument must provide the op-
tion for the issuer to defer principal and in-
terest payments, if

(A) The issuer does not report a net profit
for the most recent combined four quarters,
and

(B) The issuer eliminates cash dividends on
its common and preferred stock.

(4) Term subordinated debt instruments,
and intermediate-term preferred stock and
related surplus are included in Tier 2 capital,
but only to a maximum of 50% of Tier 1 cap-
ital as calculated after deductions pursuant
to section 2(c) of this appendix. To be consid-
ered capital, term subordinated debt instru-
ments shall meet the requirements of
§3.100(f)(1). However, pursuant to 12 CFR 5.47,
the OCC may, in some cases, require that the
subordinated debt be approved by the OCC
before the subordinated debt may qualify as
Tier 2 capital or may require prior approval

as well as allocated transfer risk reserves

and reserves held against other real estate
owned, from the gross sum of risk-weighted
assets in computing the denominator of the
risk-based capital ratio.

4Mandatory convertible debt instruments
that meet the requirements of 12 CFR
3.100(e)(b), or that have been previously ap-
proved as capital by the OCC, are treated as
qualifying hybrid capital instruments.
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for any prepayment (including payment pur-
suant to an acceleration clause or redemp-
tion prior to maturity) of the subordinated
debt. Also, at the beginning of each of the
last five years for the life of either type of
instrument, the amount that is eligible to be
included as Tier 2 capital is reduced by 20%
of the original amount of that instrument
(net of redemptions).

(5) Up to 45 percent of the pretax net unre-
alized holding gains (that is, the excess, if
any, of the fair value over historical cost) on
available-for-sale equity securities with
readily determinable fair values.® Unrealized
gains (losses) on other types of assets, such
as bank premises and available-for-sale debt
securities, are not included in Tier 2 capital,
but the OCC may take these unrealized gains
(losses) into account as additional factors
when assessing a bank’s overall capital ade-
quacy.

(c) Deductions from Capital. The following
items are deducted from the appropriate por-
tion of a national bank’s capital base when
calculating its risk-based capital ratio:

(1) Deductions from Tier 1 Capital. The fol-
lowing items are deducted from Tier 1 cap-
ital before the Tier 2 portion of the calcula-
tion is made:

(i) Goodwill;

(ii) Other intangible assets, except as pro-
vided in section 2(c)(2) of this appendix A;

(iii) Deferred tax assets, except as provided
in section 2(¢)(3) and (2)(c)(6) of this appendix
A, that are dependent upon future taxable
income, which exceed the lesser of either:

(A) The amount of deferred tax assets that
the bank could reasonably expect to realize
within one year of the quarter-end Call Re-
port, based on its estimate of future taxable
income for that year; or

(B) 10% of Tier 1 capital, net of goodwill
and all intangible assets other than pur-
chased credit card relationships, mortgage
servicing assets and non-mortgage servicing
assets; and

(iv) Credit-enhancing interest-only strips
(as defined in section 4(a)(2) of this appendix
A), as provided in section 2(c)(4).

(v) Nonfinancial equity investments as pro-
vided by section 2(c)(5) of this appendix A.

(2) Qualifying intangible assets. Subject to
the following conditions, mortgage servicing
assets, nonmortgage servicing assets® and

5The OCC reserves the authority to ex-
clude all or a portion of unrealized gains
from Tier 2 capital if the OCC determines
that the equity securities are not prudently
valued.

6Intangible assets are defined to exclude 10
strips receivable related to these mortgage
and non-mortgage servicing assets. See sec-
tion 1(c)(18) of this appendix A. Con-
sequently, IO strips receivable related to
mortgage and non-mortgage servicing assets
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purchased credit card relationships need not
be deducted from Tier 1 capital:

(i) The total of all intangible assets that
are included in Tier 1 capital is limited to 100
percent of Tier 1 capital, of which no more
than 25 percent of Tier 1 capital can consist
of purchased credit card relationships and
non-mortgage servicing assets in the aggre-
gate. Calculation of these limitations must
be based on Tier 1 capital net of goodwill and
all other identifiable intangibles, other than
purchased credit card relationships, mort-
gage servicing assets and non-mortgage serv-
icing assets.

(ii) Banks must value each intangible asset
included in Tier 1 capital at least quarterly
at the lesser of:

(A) 90 percent of the fair value of each in-
tangible asset, determined in accordance
with section 2(c)(2)(iii) of this appendix A; or

(B) 100 percent of the remaining
unamortized book value.

(iii) The quarterly determination of the
current fair value of the intangible asset
must include adjustments for any significant
changes in original valuation assumptions,
including changes in prepayment estimates.

(3) Deferred tax assets—(i) Net unrealized
gains and losses on available-for-sale securities.
Net unrealized gains and losses on available-
for-sale securities. Before calculating the
amount of deferred tax assets subject to the
limit in section 2(c)(1)(iii) of this appendix A,
a bank may eliminate the deferred tax ef-
fects of any net unrealized holding gains and
losses on available-for-sale debt securities.
Banks report these net unrealized holding
gains and losses in their Call Reports as a
separate component of equity capital, but
exclude them from the definition of common
stockholders’ equity for regulatory capital
purposes. A bank that adopts a policy to de-
duct these amounts must apply that ap-
proach consistently in all future calculations
of the amount of disallowed deferred tax as-
sets under section 2(c)(1)(iii) of this appendix
A.

(ii) Consolidated groups. The amount of de-
ferred tax assets that a bank can realize
from taxes paid in prior carryback years and
from reversals of existing taxable temporary
differences generally would not be deducted
from capital. However, for a bank that is a
member of a consolidated group (for tax pur-
poses), the amount of carryback potential a
bank may consider in calculating the limit

are not required to be deducted under section
2(c)(2) of this appendix A. However, credit-
enhancing interest-only strips as defined in
section 4(a)(2) are deducted from Tier 1 cap-
ital in accordance with section 2(c)(4) of this
appendix A. Any non credit-enhancing IO
strips receivable are subject to a 100% risk
weight under section 3(a)(4) of this appendix
A.
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on deferred tax assets under section
2(c)(1)(iii) of this appendix A, may not exceed
the amount that the bank could reasonably
expect to have refunded by its parent holding
company.

(iii) Estimated future taxable income. Esti-
mated future taxable income does not in-
clude net operating loss carryforwards to be
used during that year or the amount of exist-
ing temporary differences expected to re-
verse within the year. A bank may use future
taxable income projections for their closest
fiscal year, provided it adjusts the projec-
tions for any significant changes that occur
or that it expects to occur. Such projections
must include the estimated effect of tax
planning strategies that the bank expects to
implement to realize net operating losses or
tax credit carryforwards that will otherwise
expire during the year.

(4) Credit-enhancing interest-only strips.
Credit-enhancing interest-only strips, wheth-
er purchased or retained, that exceed 25% of
Tier 1 capital must be deducted from Tier 1
capital. Purchased and retained credit-en-
hancing interest-only strips, on a non-tax
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adjusted basis, are included in the total
amount that is used for purposes of deter-
mining whether a bank exceeds its Tier 1
capital.

(i) The 25% limitation on credit-enhancing
interest-only strips will be based on Tier 1
capital net of goodwill and all identifiable
intangibles, other than purchased credit card
relationships, mortgage servicing assets and
non-mortgage servicing assets.

(ii) Banks must value each credit-enhanc-
ing interest-only strip included in Tier 1 cap-
ital at least quarterly. The quarterly deter-
mination of the current fair value of the
credit-enhancing interest-only strip must in-
clude adjustments for any significant
changes in original valuation assumptions,
including changes in prepayment estimates.

(5) Nonfinancial equity investments—(i) Gen-
eral. (A) A bank must deduct from its Tier 1
capital the appropriate percentage, as deter-
mined in accordance with Table A, of the ad-
justed carrying value of all nonfinancial eq-
uity investments held by the bank and its
subsidiaries.

TABLE A—DEDUCTION FOR NONFINANCIAL EQUITY INVESTMENTS

Aggregate adjusted carrying value of all nonfinancial equity investments held directly or indi-
rectly by banks (as a percentage of the Tier 1 capital of the bank) 1

Deduction from Tier 1 Capital
(as a percentage of the ad-
justed carrying value of the in-
vestment)

Less than 15 percent ...

8.0 percent.

12.0 percent.

Greater than or equal to 15 percent but less than 25 percent
Greater than or equal to 25 percent

25.0 percent.

1For purposes of calculating the adjusted carrying value of nonfinancial equity investments as a percentage of Tier 1 capital,
Tier 1 capital is defined as the sum of the Tier 1 capital elements net of goodwill and net of all identifiable intangible assets other
than mortgage servicing assets, nonmortgage servicing assets and purchased credit card relationships, but prior to the deduction
for disallowed mortgage servicing assets, disallowed nonmortgage servicing assets, disallowed purchased credit card relation-
ships, disallowed credit-enhancing interest only strips (both purchased and retained), disallowed deferred tax assets, and non-

financial equity investments.

(B) Deductions for nonfinancial equity in-
vestments must be applied on a marginal
basis to the portions of the adjusted carrying
value of nonfinancial equity investments
that fall within the specified ranges of the
bank’s Tier 1 capital. For example, if the ad-
justed carrying value of all nonfinancial eq-
uity investments held by a bank equals 20
percent of the Tier 1 capital of the bank,
then the amount of the deduction would be 8
percent of the adjusted carrying value of all
investments up to 15 percent of the bank’s
Tier 1 capital, and 12 percent of the adjusted
carrying value of all investments equal to, or
in excess of, 15 percent of the bank’s Tier 1
capital.

(C) The total adjusted carrying value of
any nonfinancial equity investment that is
subject to deduction under section 2(c)(5) of
this appendix A is excluded from the bank’s
weighted risk assets for purposes of com-
puting the denominator of the bank’s risk-
based capital ratio. For example, if 8 percent
of the adjusted carrying value of a non-
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financial equity investment is deducted from
Tier 1 capital, the entire adjusted carrying
value of the investment will be excluded
from risk-weighted assets in calculating the
denominator of the risk-based capital ratio.

(D) Banks engaged in equity investment
activities, including those banks with a high
concentration in nonfinancial equity invest-
ments (e.g., in excess of 50 percent of Tier 1
capital), will be monitored and may be sub-
ject to heightened supervision, as appro-
priate, by the OCC to ensure that such banks
maintain capital levels that are appropriate
in light of their equity investment activities,
and the OCC may impose a higher capital
charge in any case where the circumstances,
such as the level of risk of the particular in-
vestment or portfolio of investments, the
risk management systems of the bank, or
other information, indicate that a higher

minimum capital requirement is appro-
priate.

(ii) Small business investment company in-
vestments. (A) Notwithstanding section
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2(c)(5)(i) of this appendix A, no deduction is
required for nonfinancial equity investments
that are made by a bank or its subsidiary
through a SBIC that is consolidated with the
bank, or in a SBIC that is not consolidated
with the bank, to the extent that such in-
vestments, in the aggregate, do not exceed 15
percent of the Tier 1 capital of the bank. Ex-
cept as provided in paragraph (c)(5)(ii)(B) of
this section, any nonfinancial equity invest-
ment that is held through or in a SBIC and
not deducted from Tier 1 capital will be as-
signed to the 100 percent risk-weight cat-
egory and included in the bank’s consoli-
dated risk-weighted assets.

(B) If a bank has an investment in a SBIC
that is consolidated for accounting purposes
but the SBIC is not wholly owned by the
bank, the adjusted carrying value of the
bank’s nonfinancial equity investments held
through the SBIC is equal to the bank’s pro-
portionate share of the SBIC’s adjusted car-
rying value of its equity investments in non-
financial companies. The remainder of the
SBIC’s adjusted carrying value (i.e., the mi-
nority interest holders’ proportionate share)
is excluded from the risk-weighted assets of
the bank.

(C) If a bank has an investment in a SBIC
that is not consolidated for accounting pur-
poses and has current information that iden-
tifies the percentage of the SBIC’s assets
that are equity investments in nonfinancial
companies, the bank may reduce the ad-
justed carrying value of its investment in
the SBIC proportionately to reflect the per-
centage of the adjusted carrying value of the
SBIC’s assets that are not equity invest-
ments in nonfinancial companies. The
amount by which the adjusted carrying
value of the bank’s investment in the SBIC
is reduced under this paragraph will be risk
weighted at 100 percent and included in the
bank’s risk-weighted assets.

(D) To the extent the adjusted carrying
value of all nonfinancial equity investments
that the bank holds through a consolidated
SBIC or in a nonconsolidated SBIC equals or
exceeds, in the aggregate, 15 percent of the
Tier 1 capital of the bank, the appropriate
percentage of such amounts, as set forth in
Table A, must be deducted from the bank’s
Tier 1 capital. In addition, the aggregate ad-
justed carrying value of all nonfinancial eq-
uity investments held through a consoli-
dated SBIC and in a nonconsolidated SBIC
(including any nonfinancial equity invest-
ments for which no deduction is required)
must be included in determining, for pur-
poses of Table A the total amount of non-
financial equity investments held by the
bank in relation to its Tier 1 capital.

(iii) Nonfinancial equity investments ex-
cluded. (A) Notwithstanding section 2(c)(5)(1)
and (ii) of this appendix A, no deduction
from Tier 1 capital is required for the fol-
lowing:
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(1) Nonfinancial equity investments (or
portion of such investments) made by the
bank prior to March 13, 2000, and continu-
ously held by the bank since March 13, 2000.

(2) Nonfinancial equity investments made
on or after March 13, 2000, pursuant to a le-
gally binding written commitment that was
entered into by the bank prior to March 13,
2000, and that required the bank to make the
investment, if the bank has continuously
held the investment since the date the in-
vestment was acquired.

(3) Nonfinancial equity investments re-
ceived by the bank through a stock split or
stock dividend on a nonfinancial equity in-
vestment made prior to March 13, 2000, pro-
vided that the bank provides no consider-
ation for the shares or interests received,
and the transaction does not materially in-
crease the bank’s proportional interest in
the nonfinancial company.

(4) Nonfinancial equity investments re-
ceived by the bank through the exercise on
or after March 13, 2000, of an option, warrant,
or other agreement that provides the bank
with the right, but not the obligation, to ac-
quire equity or make an investment in a
nonfinancial company, if the option, war-
rant, or other agreement was acquired by the
bank prior to March 13, 2000, and the bank
provides no consideration for the non-
financial equity investments.

(B) Any excluded nonfinancial equity in-
vestments described in section 2(c)(5)(iii)(A)
of this appendix A must be included in deter-
mining the total amount of nonfinancial eq-
uity investments held by the bank in rela-
tion to its Tier 1 capital for purposes of
Table A. In addition, any excluded non-
financial equity investments will be risk
weighted at 100 percent and included in the
bank’s risk-weighted assets.

(6) Netting of Deferred Tax Liability. (i)
Banks may elect to deduct the following as-
sets from Tier 1 capital on a basis that is net
of any associated deferred tax liability:

(A) Goodwill;

(B) Intangible assets acquired due to a non-
taxable purchase business combination, ex-
cept banks may not elect to deduct from
Tier 1 capital on a basis that is net of any as-
sociated deferred tax liability, regardless of
the method by which they were acquired:

(1) Purchased credit card relationships; and

(2) Servicing assets that are includable in
Tier 1 capital;

(C) Disallowed servicing assets;

(D) Disallowed credit-enhancing interest-
only strips; and

(E) Nonfinancial equity investments, as de-
fined in section 1(c)(1) of this appendix A.

(ii) Deferred tax liabilities netted in this
manner cannot also be netted against de-
ferred tax assets when determining the
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amount of deferred tax assets that are de-
pendent upon future taxable income as cal-
culated under section 2(c)(1)(iii) of this ap-
pendix A.

(7)) Deductions from total capital. The fol-
lowing assets are deducted from total cap-
ital:

(i) Investments, both equity and debt, in
unconsolidated banking and finance subsidi-
aries that are deemed to be capital of the
subsidiary;” and

(ii) Reciprocal holdings of bank capital in-
struments.

Section 3. Risk Categories/Weights for On-Bal-
ance Sheet Assets and Off-Balance Sheet
Items

The denominator of the risk-based capital
ratio, i.e., a national bank’s risk-weighted
assets, 8 is derived by assigning that bank’s
assets and off-balance sheet items to one of
the four risk categories detailed in section
3(a) of this appendix A. Each category has a
specific risk weight. Before an off-balance
sheet item is assigned a risk weight, it is
converted to an on-balance sheet credit
equivalent amount in accordance with sec-
tion 3(b) of this appendix A. The risk weight
assigned to a particular asset or on-balance
sheet credit equivalent amount determines
the percentage of that asset/credit equiva-
lent that is included in the denominator of
the bank’s risk-based capital ratio. Any
asset deducted from a bank’s capital in com-
puting the numerator of the risk-based cap-
ital ratio is not included as part of the
bank’s risk-weighted assets.

Some of the assets on a bank’s balance
sheet may represent an indirect holding of a
pool of assets, e.g., mutual funds, that en-
compasses more than one risk weight within
the pool. In those situations, the bank may
assign the asset to the risk category applica-
ble to the highest risk-weighted asset that
pool is permitted to hold pursuant to its
stated investment objectives in the fund’s
prospectus. Alternatively, the bank may as-
sign the asset on a pro rata basis to different
risk categories according to the investment
limits in the fund’s prospectus. In either
case, the minimum risk weight that may be
assigned to such a pool is 20%. If a bank as-
signs the asset on a pro rata basis, and the
sum of the investment limits in the fund’s
prospectus exceeds 100%, the bank must as-
sign the highest pro rata amounts of its total
investment to the higher risk category. If, in

7The OCC may require deduction of invest-
ments in other subsidiaries and associated
companies, on a case-by-case basis.

8The OCC reserves the right to require a
bank to compute its risk-based capital ratio
on the basis of average, rather than period-
end, risk-weighted assets when necessary to
carry out the purposes of these guidelines.
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order to maintain a necessary degree of li-
quidity, the fund is permitted to hold an in-
significant amount of its assets in short-
term, highly-liquid securities of superior
credit quality (that do not qualify for a pref-
erential risk weight), such securities gen-
erally will not be taken into account in de-
termining the risk category into which the
bank’s holding in the overall pool should be
assigned. The prudent use of hedging instru-
ments by a fund to reduce the risk of its as-
sets will not increase the risk weighting of
the investment in that fund above the 20%
category. However, if a fund engages in any
activities that are deemed to be speculative
in nature or has any other characteristics
that are inconsistent with the preferential
risk weighting assigned to the fund’s assets,
the bank’s investment in the fund will be as-
signed to the 100% risk category. More detail
on the treatment of mortgage-backed securi-
ties is provided in section 3(a)(3)(vi) of this
appendix A.

(a) On-Balance Sheet Assets. The following
are the risk categories/weights for on-bal-
ance sheet assets.

(1) Zero percent risk weight. (i) Cash, includ-
ing domestic and foreign currency owned and
held in all offices of a national bank or in
transit. Any foreign currency held by a na-
tional bank should be converted into U.S.
dollar equivalents.

(ii) Deposit reserves and other balances at
Federal Reserve Banks.

(iii) Securities issued by, and other direct
claims on, the United States Government or
its agencies, or the central government of an
OECD country.

(iv) That portion of assets directly and un-
conditionally guaranteed by the TUnited
States Government or its agencies, or the
central government of an OECD country.?®

(v) That portion of local currency claims
on, or unconditionally guaranteed by, cen-
tral governments of non-OECD countries, to
the extent the bank has liabilities in that
currency. Any amount of such claims that
exceeds the amount of the bank’s liabilities
in that currency is assigned to the 100% risk
category of section 3(a)(4) of this appendix.

(vi) Gold bullion held in the bank’s own
vaults or in another bank’s vaults on an allo-
cated basis, to the extent it is backed by
gold bullion liabilities.

(vii) The book value of paid-in Federal Re-
serve Bank stock.

9For the treatment of privately-issued

mortgage-backed securities where the under-
lying pool is comprised solely of mortgage-
related securities issued by GNMA, see infra
note 10.
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(viii) That portion of assets and off-balance
sheet transactions®r collateralized by cash
or securities issued or directly and uncondi-
tionally guaranteed by the United States
Government or its agencies, or the central
government of an OECD country, provided
that: 9

(A) The bank maintains control over the
collateral:

(1) If the collateral consists of cash, the
cash must be held on deposit by the bank or
by a third-party for the account of the bank;

(2) If the collateral consists of OECD gov-
ernment securities, then the OECD govern-
ment securities must be held by the bank or
by a third-party acting on behalf of the
bank;

(B) The bank maintains a daily positive
margin of collateral fully taking into ac-
count any change in the market value of the
collateral held as security;

(C) Where the bank is acting as a cus-
tomer’s agent in a transaction involving the
loan or sale of securities that is
collateralized by cash or OECD government
securities delivered to the bank, any obliga-
tion by the bank to indemnify the customer
is limited to no more than the difference be-
tween the market value of the securities lent
and the market value of the collateral re-
ceived, and any reinvestment risk associated
with the collateral is borne by the customer;
and

(D) The transaction involves no more than
minimal risk.

(ix)  Asset-backed
(ABCP) that is:

(A) Purchased by the bank on or after Sep-
tember 19, 2008, from a Securities and Ex-
change Commission (SEC)-registered open-
end investment company that holds itself
out as a money market mutual fund under
SEC Rule 2a-7 (17 CFR 270.2a-7); and

(B) Pledged by the bank to a Federal Re-
serve Bank to secure financing from the
ABCP lending facility (AMLF) established

commercial  paper

92 See footnote 22 in section 3(b)(5)(iii) of
this appendix A (collateral held against de-
rivative contracts).

9 Assets and off-balance sheet transactions
collateralized by securities issued or guaran-
teed by the United States Government or its
agencies, or the central government of an
OECD country include, but are not limited
to, securities lending transactions, repur-
chase agreements, collateralized letters of
credit, such as reinsurance letters of credit,
and other similar financial guarantees.
Swaps, forwards, futures, and options trans-
actions are also eligible, if they meet the
collateral requirements. However, the OCC
may at its discretion require that certain
collateralized transactions be risk weighted
at 20 percent if they involve more than a
minimal risk.
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by the Federal Reserve Board on September
19, 2008.

(2) 20 percent risk weight. (i) All claims on
depository institutions incorporated in an
OECD country, and all assets backed by the
full faith and credit of depository institu-
tions incorporated in an OECD country. This
includes the credit equivalent amount of par-
ticipations in commitments and standby let-
ters of credit sold to other depository insti-
tutions incorporated in an OECD country,
but only if the originating bank remains lia-
ble to the customer or beneficiary for the
full amount of the commitment or standby
letter of credit. Also included in this cat-
egory are the credit equivalent amounts of
risk participations in bankers’ acceptances
conveyed to other depository institutions in-
corporated in an OECD country. However,
bank-issued securities that qualify as capital
of the issuing bank are not included in this
risk category, but are assigned to the 100%
risk category of section 3(a)(4) of this appen-
dix A.

(ii) Claims on, or guaranteed by depository
institutions, other than the central bank, in-
corporated in a non-OECD country, with a
residual maturity of one year or less.

(iii) Cash items in the process of collec-
tion.

(iv) That portion of assets collateralized by
cash or by securities issued or directly and
unconditionally guaranteed by the United
States Government or its agencies, or the
central government of an OECD country,
that does not qualify for the zero percent
risk-weight category.

(v) That portion of assets conditionally
guaranteed by the United States Govern-
ment or its agencies, or the central govern-
ment of an OECD country.

(vi) Securities issued by, or other direct
claims on, United States Government-spon-
sored agencies.

(vii) That portion of assets guaranteed by
United States Government-sponsored agen-
cies. 10

10 Privately issued mortgage-backed securi-
ties, e.g., CMOs and REMICs, where the un-
derlying pool is comprised solely of mort-
gage-related securities issued by GNMA,
FNMA and FHLMC, will be treated as an in-
direct holding of the underlying assets and
assigned to the 20% risk category of this sec-
tion 3(a)(2). If the underlying pool is com-
prised of assets which attract different risk
weights, e.g., FNMA securities and conven-
tional mortgages, the bank should generally
assign the security to the highest risk cat-
egory appropriate for any asset in the pool.
However, on a case-by-case basis, the OCC
may allow the bank to assign the security
proportionately to the various risk cat-
egories based on the proportion in which the
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(viii) That portion of assets collateralized
by the current market value of securities
issued or guaranteed by United States Gov-
ernment-sponsored agencies.

(ix) Claims representing general obliga-
tions of any public-sector entity in an OECD
country, and that portion of any claims
guaranteed by any such public-sector entity.
In the U.S., these obligations must meet the
requirements of 12 CFR 1.2(b).

(x) Claims on, or guaranteed by, official
multilateral lending institutions or regional
development institutions in which the
United States Government is a shareholder
or contributing member. 11

(xi) That portion of assets collateralized by
the current market value of securities issued
by official multilateral lending institutions
or regional development institutions in
which the United States Government is a
shareholder or contributing member.

(xii) That portion of local currency claims
conditionally guaranteed by central govern-
ments of non-OECD countries, to the extent
the bank has local currency liabilities in
that country. Any amount of such claims
that exceeds the amount of the bank’s local
currency liabilities is assigned to the 100%
risk category of section 3(a)(4) of this appen-
dix.

(xiii) Claims on, or guaranteed by, a securi-
ties firm incorporated in an OECD country,
that satisfies the following conditions:

(A) If the securities firm is incorporated in
the United States, then the firm must be a
broker-dealer that is registered with the SEC
and must be in compliance with the SEC’s
net capital regulation (17 CFR 240.15c3(1)).

(B) If the securities firm is incorporated in
any other OECD country, then the bank
must be able to demonstrate that the firm is
subject to consolidated supervision and regu-
lation, including its subsidiaries, comparable
to that imposed on depository institutions in
OECD countries; such regulation must in-

risk categories are represented by the com-
position cash flows of the underlying pool of
assets. Before the OCC will consider a re-
quest to proportionately risk-weight such a
security, the bank must have current infor-
mation for the reporting date that details
the composition and cash flows of the under-
lying pool of assets. Furthermore, before a
mortgage-related security will receive a risk
weight lower than 100%, it must meet the
criteria set forth in section 3(a)(3)(vi) of this
appendix A.

11These institutions include, but are not
limited to, the International Bank for Re-
construction and Development (World Bank),
the Inter-American Development Bank, the
Asian Development Bank, the African Devel-
opment Bank, the European Investments
Bank, the International Monetary Fund and
the Bank for International Settlements.
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clude risk-based capital standards com-
parable to those applied to depository insti-
tutions under the Basel Capital Accord.11a

(C) The securities firm, whether incor-
porated in the United States or another
OECD country, must also have a long-term
credit rating in accordance with section
3(a)(2)(xiii)(C)(1) of this appendix A; a parent
company guarantee in accordance with sec-
tion 3(a)(2)(xiii)(C)(2) of this appendix A; or a
collateralized claim in accordance with sec-
tion 3(a)(2)(xiii)(C)(3) of this appendix A.
Claims representing capital of a securities
firm must be risk weighted at 100 percent in
accordance with section 3(a)(4) of this appen-
dix A.

(1) Credit rating. The securities firm must
have either a long-term issuer credit rating
or a credit rating on at least one issue of
long-term unsecured debt, from a NRSRO
that is in one of the three highest invest-
ment-grade categories used by the NRSRO. If
the securities firm has a credit rating from
more than one NRSRO, the lowest credit rat-
ing must be used to determine the credit rat-
ing under this paragraph.

(2) Parent company guarantee. The claim on,
or guaranteed by, the securities firm must be
guaranteed by the firm’s parent company,
and the parent company must have either a
long-term issuer credit rating or a credit rat-
ing on at least one issue of long-term unse-
cured debt, from a NRSRO that is in one of
the three highest investment-grade cat-
egories used by the NRSRO.

(3) Collateralized claim. The claim on the se-
curities firm must be collateralized subject
to all of the following requirements:

(i) The claim must arise from a reverse re-
purchase/repurchase agreement or securities
lending/borrowing contract executed using
standard industry documentation.

(ii) The collateral must consist of debt or
equity securities that are liquid and readily
marketable.

(iii) The claim and collateral must be
marked-to-market daily.

(iv) The claim must be subject to daily
margin maintenance requirements under
standard industry documentation.

(v) The contract from which the claim
arises can be liquidated, terminated, or ac-
celerated immediately in bankruptcy or
similar proceedings, and the security or col-
lateral agreement will not be stayed or
avoided under the applicable law of the rel-
evant jurisdiction. To be exempt from the
automatic stay in bankruptcy in the United

11a See Accord on International Conver-

gence of Capital Measurement and Capital
Standards as adopted by the Basle Com-
mittee on Banking Regulations and Super-
visory Practices (renamed as the Basel Com-
mittee on Banking Supervision), dated July
1988 (amended 1998).
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States, the claim must arise from a securi-
ties contract or a repurchase agreement
under section 555 or 559, respectively, of the
Bankruptcy Code (11 U.S.C. 555 or 559), a
qualified financial contract under section
11(e)(8) of the Federal Deposit Insurance Act
(12 U.S.C. 1821(e)(8)), or a netting contract
between or among financial institutions
under sections 401-407 of the Federal Deposit
Insurance Corporation Improvement Act of
1991 (912 U.S.C. 4407), or the Regulation EE
(12 CFR part 231).

(3) 50 percent risk weight. (i) Revenue obliga-
tions of any public-sector entity in an OECD
country for which the underlying obligor is
the public-sector entity, but which are re-
payable solely from the revenues generated
by the project financed through the issuance
of the obligations.

(ii) The credit equivalent amount of deriv-
ative contracts, calculated in accordance
with section 3(b)(5) of this appendix A, that
do not qualify for inclusion in a lower risk
category.

(iii) Loans secured by first mortgages on
one-to-four family residential properties, ei-
ther owner occupied or rented, provided that
such loans are not otherwise 90 days or more
past due, or on nonaccrual or restructured. It
is presumed that such loans will meet the
prudent underwriting standards. For the pur-
poses of the risk-based capital guidelines, a
loan modified on a permanent or trial basis
solely pursuant to the U.S. Department of
Treasury’s Home Affordable Mortgage Pro-
gram will not be considered to have been re-
structured. If a bank holds a first lien and
junior lien on a one-to-four family residen-
tial property and no other party holds an in-
tervening lien, the transaction is treated as
a single loan secured by a first lien for the
purposes of both determining the loan-to-
value ratio and assigning a risk weight to
the transaction. Furthermore, residential
property loans made for the purpose of con-
struction financing are assigned to the 100%
risk category of section 3(a)(4) of this appen-
dix A; however, these loans may be included
in the 50% risk category of this section
3(a)(3) of this appendix A if they are subject
to a legally binding sales contract and sat-
isfy the requirements of section 3(a)(3)(iv) of
this appendix A.

(iv) Loans to residential real estate build-
ers for one-to-four family residential prop-
erty construction, if the bank obtains suffi-
cient documentation demonstrating that the
buyer of the home intends to purchase the
home (i.e., a legally binding written sales
contract) and has the ability to obtain a
mortgage loan sufficient to purchase the
home (i.e., a firm written commitment for
permanent financing of the home upon com-
pletion), subject to the following additional
criteria:

(A) The builder must incur at least the
first 10% of the direct costs (i.e., actual costs
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of the land, labor, and material) before any
drawdown is made under the construction
loan and the construction loan may not ex-
ceed 80% of the sales price of the resold
home;

(B) The individual purchaser has made a
substantial “earnest money deposit” of no
less than 3% of the sales price of the home
that must be subject to forfeiture by the in-
dividual purchaser if the sales contract is
terminated by the individual purchaser; how-
ever, the earnest money deposit shall not be
subject to forfeiture by reason of breach or
termination of the sales contract on the part
of the builder;

(C) The earnest money deposit must be
held in escrow by the bank financing the
builder or by an independent party in a fidu-
ciary capacity; the escrow agreement must
provide that in the event of default the es-
crow funds must be used to defray any cost
incurred relating to any cancellation of the
sales contract by the buyer;

(D) If the individual purchaser terminates
the contract or if the loan fails to satisfy
any other criterion under this section, then
the bank must immediately recategorize the
loan at a 100% risk weight and must accu-
rately report the loan in the bank’s next
quarterly Consolidated Reports of Condition
and Income (Call Report);

(E) The individual purchaser must intend
that the home will be owner-occupied;

(F) The loan is made by the bank in ac-
cordance with prudent underwriting stand-
ards;

(G) The loan is not more than 90 days past
due, or on nonaccrual; and

(H) The purchaser is an individual(s) and
not a partnership, joint venture, trust, cor-
poration, or any other entity (including an
entity acting as a sole proprietorship) that is
purchasing one or more of the homes for
speculative purposes.

(v) Loans secured by a first mortgage on
multifamily residential properties:11»

(A) The amortization of principal and in-
terest occurs in not more than 30 years;

(B) The minimum original maturity for re-
payment of principal is not less than 7 years;

11bThe portion of multifamily residential

property loans that is sold subject to a pro
rata loss sharing arrangement may be treat-
ed by the selling bank as sold to the extent
that the sales agreement provides for the
purchaser of the loan to share in any loss in-
curred on the loan on a pro rata basis with
the selling bank. The portion of multifamily
residential property loans sold subject to
any loss sharing arrangement other than pro
rata sharing of the loss shall be accorded the
same treatment as any other asset sold
under an agreement to repurchase or sold
with recourse under section 4(b) of this ap-
pendix A.
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(C) All principal and interest payments
have been made on a timely basis in accord-
ance with the terms of the loan for at least
one year immediately preceding the risk
weighting of the loan in the 50% risk weight
category, and the loan is not otherwise 90
days or more past due, or on nonaccrual sta-
tus;

(D) The loan is made in accordance with all
applicable requirements and prudent under-
writing standards;

(E) If the rate of interest does not change
over the term of the loan:

(I) The current loan amount outstanding
does not exceed 80% of the current value of
the property, as measured by either the
value of the property at origination of the
loan (which is the lower of the purchase
price or the value as determined by the ini-
tial appraisal, or if appropriate, the initial
evaluation) or the most current appraisal, or
if appropriate, the most current evaluation;
and

(IT) In the most recent fiscal year, the
ratio of annual net operating income gen-
erated by the property (before payment of
any debt service on the loan) to annual debt
service on the loan is not less than 120%;!1c

(F) If the rate of interest changes over the
term of the loan:

(I) The current loan amount outstanding
does not exceed 75% of the current value of
the property, as measured by either the
value of the property at origination of the
loan (which is the lower of the purchase
price or the value as determined by the ini-
tial appraisal, or if appropriate, the initial
evaluation) or the most current appraisal, or
if appropriate, the most current evaluation;
and

(II) In the most recent fiscal year, the
ratio of annual net operating income gen-
erated by the property (before payment of
any debt service on the loan) to annual debt
service on the loan is not less than 115%; and

1lc For the purposes of the debt service re-
quirements in sections 3(a)(3)(V)(E)(II) and
3(a)B)(V)(F)(II) of this appendix A, other
forms of debt service coverage that generate
sufficient cash flows to provide comparable
protection to the institution may be consid-
ered for (a) a loan secured by cooperative
housing or (b) a multifamily residential
property loan if the purpose of the loan is for
the development or purchase of multifamily
residential property primarily intended to
provide low- to moderate-income housing,
including special operating reserve accounts
or special operating subsidies provided by
federal, state, local or private sources. How-
ever, the OCC reserves the right, on a case-
by-case basis, to review the adequacy of any
other forms of comparable debt service cov-
erage relied on by the bank.
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(G) If the loan was refinanced by the bor-
rower:

(I) All principal and interest payments on
the loan being refinanced which were made
in the preceding year prior to refinancing
shall apply in determining the one-year
timely payment requirement under para-
graph (a)(3)(v)(C) of this section; and

(IT) The net operating income generated by
the property in the preceding year prior to
refinancing shall apply in determining the
applicable debt service requirements under
paragraphs (a)(3)(v)(E) and (a)(3)(vV)(F) of this
section.

(vi) Privately-issued mortgage-backed se-
curities, i.e. those that do not carry the
guarantee of a government or government-
sponsored agency, if the privately-issued
mortgage-backed securities are at the time
the mortgage-backed securities are origi-
nated fully secured by or otherwise represent
a sufficiently secure interest in mortgages
that qualify for the 50% risk weight under
paragraphs (a)(3) (iii), (iv) and (v) of this sec-
tion, 12 provided that they meet the following
criteria:

(A) The underlying assets must be held by
an independent trustee that has a first pri-
ority, perfected security interest in the un-
derlying assets for the benefit of the holders
of the security;

(B) The holder of the security must have
an undivided pro rata ownership interest in
the underlying assets or the trust that issues
the security must have no liabilities unre-
lated to the issued securities;

(C) The trust that issues the security must
be structured such that the cash flows from
the underlying assets fully meet the cash
flows requirements of the security without
undue reliance on any reinvestment income;
and

(D) There must not be any material rein-
vestment risk associated with any funds
awaiting distribution to the holder of the se-
curity.

121f all of the underlying mortgages in the

pool do not qualify for the 50% risk weight,
the bank should generally assign the entire
value of the security to the 100% risk cat-
egory of section 3(a)(4) of this appendix A;
however, on a case-by-case basis, the OCC
may allow the bank to assign only the por-
tion of the security which represents an in-
terest in, and the cash flows of, nonquali-
fying mortgages to the 100% risk category,
with the remainder being assigned a risk
weight of 50%. Before the OCC will consider
a request to risk weight a mortgage-backed
security on a proportionate basis, the bank
must have current information for the re-
porting date that details the composition
and cash flows of the underlying pool of
mortgages.



Pt. 3, App. A

(4) 100 percent risk weight. All other assets
not specified above, 122 including:

(i) Claims on or guaranteed by depository
institutions incorporated in a non-OECD
country, as well as claims on the central
bank of a non-OECD country, with a residual
maturity exceeding one year.

(ii) All non-local currency claims on non-
OECD central governments, as well as local
currency claims on non-OECD central gov-
ernments that are not included in section
3(a)(1)(v) of this appendix A.

(iii) Asset-or mortgage backed securities
that are externally rated are risk weighted
in accordance with section 4(d) of this appen-
dix A.

(iv) All stripped mortgage-backed securi-
ties, including interest only portions (I0s),
principal only portions (POs) and other simi-
lar instruments, regardless of the issuer or
guarantor.

(v) Obligations issued by any state or any
political subdivision thereof for the benefit
of a private party or enterprise where that
party or enterprise, rather than the issuing
state or political subdivision, is responsible
for the timely payment of principal and in-
terest on the obligation, e.g., industrial de-
velopment bonds.

(vi) Claims on commercial enterprises
owned by non-OECD and OECD central gov-
ernments.

(vii) Any investment in an unconsolidated
subsidiary that is not required to be de-
ducted from total capital pursuant to section
2(c)(3) of this appendix A.

(viii) Instruments issued by depository in-
stitutions incorporated in OECD and non-
OECD countries that qualify as capital of the
issuer.

(ix) Investments in fixed assets, premises,
and other real estate owned.

(x) Claims representing capital of a securi-
ties firm notwithstanding section 3(a)(2)(xiii)
of this appendix A.

(5) [Reserved]

(6) Other variable interest entities subject to
consolidation. If a bank is required to consoli-
date the assets of a variable interest entity
under generally accepted accounting prin-
ciples, the bank must assess a risk-based
capital charge based on the appropriate risk
weight of the consolidated assets in accord-
ance with sections 3(a) and 4 of this appendix
A. Any direct credit substitutes and recourse
obligations (including residual interests),
and loans that a bank may provide to such a
variable interest entity are not subject to a
capital charge under section 4 of this appen-
dix A.

122 A bank subject to the market risk cap-
ital requirements pursuant to appendix B of
this part 3 may calculate the capital require-
ment for qualifying securities borrowing
transactions pursuant to section 3(a)(1)(ii) of
appendix B of this part 3.
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(b) Off-Balance Sheet Activities. The risk
weight assigned to an off-balance sheet item
is determined by a two-step process. First,
the face amount of the off-balance sheet
item is multiplied by the appropriate credit
conversion factor specified in this section.
This calculation translates the face amount
of an off-balance sheet item into an on-bal-
ance sheet credit equivalent amount. Sec-
ond, the resulting credit equivalent amount
is then assigned to the proper risk category
using the criteria regarding obligors, guaran-
tors, and collateral listed in section 3(a) of
this appendix A, or external credit rating in
accordance with section 4(d), if applicable.
Collateral and guarantees are applied to the
face amount of an off-balance sheet item;
however, with respect to derivative con-
tracts under section 3(b)(5) of this appendix
A, collateral and guarantees are applied to
the credit equivalent amounts of such deriv-
ative contracts. The following are the credit
conversion factors and the off-balance sheet
items to which they apply. However, direct
credit substitutes, recourse obligations, and
securities issued in connection with asset
securitizations are treated as described in
section 4 of this appendix A.

(1) 100 percent credit conversion factor. (i)
[Reserved] 13

(ii) Risk participations purchased in bank-
ers’ acceptances;

(iii) [Reserved] 14

(iv) Contingent obligations with a certain
draw down, e.g., legally binding agreements
to purchase assets as a specified future date.

(v) Indemnification of customers whose se-
curities the bank has lent as agent. If the
customer is not indemnified against loss by
the bank, the transaction is excluded from
the risk-based capital calculation.1®

(2) 50 percent credit conversion factor. (i)
Transaction-related contingencies including,
among other things, performance bonds and
performance-based standby letters of credit
related to a particular transaction.6¢ To the

13 [Reserved]

14 [Reserved]

15When a bank lends its own securities, the
transaction is treated as a loan. When a
bank lends its own securities or, acting as
agent, agrees to indemnify a customer, the
transaction is assigned to the risk weight ap-
propriate to the obligor or collateral that is
delivered to the lending or indemnifying in-
stitution or to an independent custodian act-
ing on their behalf.

16 For purposes of this section 3(b)(2)(i), a
“performance-based standby letter of credit”
is any letter of credit, or similar arrange-
ment, however named or described, which
represents an irrevocable obligation to the
beneficiary on the part of the issuer to make
payment on account of any default by the
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extent permitted by law or regulation, per-
formance-based standby letters of credit in-
clude such things as arrangements backing
subcontractors’ and suppliers’ performance,
labor and materials contracts, and construc-
tion bids;

(ii) Unused portion of commitments with
an original maturity exceeding one-year;17
however, commitments that are asset-
backed commercial paper liquidity facilities
must satisfy the eligibility requirements
under section 3(b)(6)(ii) of this appendix A;

(iii) Revolving underwriting facilities, note
issuance facilities, and similar arrangements
pursuant to which the bank’s customer can
issue short-term debt obligations in its own
name, but for which the bank has a legally
binding commitment to either:

(A) Purchase the obligations the customer
is unable to sell by a stated date; or

(B) Advance funds to its customer, if the
obligations cannot be sold.

(3) 20 percent credit conversion factor. (i)
Trade-related contingencies. These are
short-term self-liquidating instruments used
to finance the movement of goods and are
collateralized by the underlying shipment. A
commercial letter of credit is an example of
such an instrument.

(4) 10 percent credit conversion factor. Un-
used portion of asset-backed commercial
paper liquidity facilities with an original
maturity of one year or less that satisfy the
eligibility requirements under section
3(b)(6)(ii) of this appendix A.

(5) Zero percent credit conversion factor. (i)
Unused portion of commitments with an
original maturity of one year or less, but ex-
cluding any asset-backed commercial paper
liquidity facilities;

(ii) Unused portion of commitments with
an original maturity of greater than one
year, if they are unconditionally
cancelable!® at any time at the option of the
bank and the bank has the contractual right
to make, and in fact does make, either—

(A) A separate credit decision based upon
the borrower’s current financial condition,
before each drawing under the lending facil-
ity; or

(B) An annual (or more frequent) credit re-
view based upon the borrower’s current fi-
nancial condition to determine whether or
not the lending facility should be continued;
and

account party in the performance of a non-fi-
nancial or commercial obligation. Participa-
tions in performance-based standby letters of
credit are treated in accordance with section
4 of this appendix A.

17Participations in commitments are
treated in accordance with section 4 of this
appendix A.

18 See section 1(c)(26) of appendix A to this
part.
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(iii) The unused portion of retail credit
card lines or other related plans that are un-
conditionally cancelable by the bank in ac-
cordance with applicable law.

(6) Liquidity facility provided to asset-backed
commercial paper. (i) Noneligible asset-backed
commercial paper liquidity facilities treated as
recourse or direct credit substitute. Unused por-
tion of asset-backed commercial paper li-
quidity facilities that do not meet the cri-
teria for an eligible liquidity facility pro-
vided to asset-backed commercial paper in
accordance with section 3(b)(6)(ii) of this ap-
pendix A must be treated as recourse or as a
direct credit substitute, and assessed the ap-
propriate risk-based capital charge in ac-
cordance with section 4 of this appendix A.

(ii) Eligible asset-backed commercial paper li-
quidity facility. Except as provided in section
3(b)(6)(iii) of this appendix A, in order for the
unused portion of an asset-backed commer-
cial paper liquidity facility to be eligible for
either the 50 percent or 10 percent credit con-
version factors under section 3(b)(2)(ii) or
3(b)(4) of this appendix A, the asset-backed
commercial paper liquidity facility must
satisfy the following criteria:

(A) At the time of draw, the asset-backed
commercial paper liquidity facility must be
subject to an asset quality test that:

(1) Precludes funding of assets that are 90
days or more past due or in default; and

(2) If the assets that an asset-backed com-
mercial paper liquidity facility is required to
fund are externally rated securities at the
time they are transferred into the program,
the asset-backed commercial paper liquidity
facility must be used to fund only securities
that are externally rated investment grade
at the time of funding. If the assets are not
externally rated at the time they are trans-
ferred into the program, then they are not
subject to this investment grade require-
ment.

(B) The asset-backed commercial paper li-
quidity facility must provide that, prior to
any draws, the bank’s funding obligation is
reduced to cover only those assets that sat-
isfy the funding criteria under the asset
quality test as provided in section
3(b)(6)(ii)(A) of this appendix A.

(iii) Exception to eligibility requirements for
assets guaranteed by the United States Govern-
ment or its agencies, or the central government
of an OECD country. Notwithstanding the eli-
gibility requirements for asset-backed com-
mercial paper program liquidity facilities in
section 3(b)(6)(ii), the unused portion of an
asset-backed commercial paper liquidity fa-
cility may still qualify for either the 50 per-
cent or 10 percent credit conversion factors
under section 3(b)(2)(ii) or 3(b)(4) of this ap-
pendix A, if the assets required to be funded
by the asset-back commercial paper liquid-
ity facility are guaranteed, either condi-
tionally or unconditionally, by the United
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States Government or its agencies, or the
central government of an OECD country.

(iv) Transition period for asset-backed com-
mercial paper liquidity facilities. Notwith-
standing the eligibility requirements for
asset-backed commercial paper program li-
quidity facilities in section 3(b)(6)(i) of this
appendix A, the unused portion of an asset-
backed commercial paper liquidity will be
treated as eligible liquidity facilities pursu-
ant to section 3(b)(6)(ii) of this appendix A
regardless of their compliance with the defi-
nition of eligible liquidity facilities until
September 30, 2005. On that date and there-
after, the unused portions of asset-backed
commercial paper liquidity facilities that do
not meet the eligibility requirements in sec-
tion 3(b)(6)(i) of this appendix A will be
treated as recourse obligations or direct
credit substitutes.

(7 Derivative contracts—(i) Calculation of
credit equivalent amounts. The credit equiva-
lent amount of a derivative contract equals
the sum of the current credit exposure and
the potential future credit exposure of the
derivative contract. The calculation of cred-
it equivalent amounts must be measured in
U.S. dollars, regardless of the currency or
currencies specified in the derivative con-
tract.

(A) Current credit exposure. The current
credit exposure for a single derivative con-
tract is determined by the mark-to-market
value of the derivative contract. If the mark-
to-market value is positive, then the current
credit exposure equals that mark-to-market

12 CFR Ch. I (1-1-11 Edition)

value. If the mark-to-market is zero or nega-
tive, then the current credit exposure is zero.
The current credit exposure for multiple de-
rivative contracts executed with a single
counterparty and subject to a qualifying bi-
lateral netting contract is determined as
provided by section 3(b)(5)(i1)(A) of this ap-
pendix A.

(B) Potential future credit exposure. The po-
tential future credit exposure for a single de-
rivative contract, including a derivative con-
tract with negative mark-to-market value, is
calculated by multiplying the notional prin-
cipall® of the derivative contract by one of
the credit conversion factors in Table A—
Conversion Factor Matrix of this appendix A,
for the appropriate category.20 The potential
future credit exposure for gold contracts
shall be calculated using the foreign ex-
change rate conversion factors. For any de-
rivative contract that does not fall within
one of the specified categories in Table A—
Conversion Factor Matrix of this appendix A,
the potential future credit exposure shall be
calculated using the other commodity con-
version factors. Subject to examiner review,
banks should use the effective rather than
the apparent or stated notional amount in
calculating the potential future credit expo-
sure. The potential future credit exposure for
multiple derivatives contracts executed with
a single counterparty and subject to a quali-
fying bilateral netting contract is deter-
mined as provided by section 3(b)(5)(ii)(A) of
this appendix A.

TABLE B—CONVERSION FACTOR MATRIX 1

Foreign ex- .

- N . Precious Other com-
Remaining maturity 2 Interest rate cr;iréggorﬁte Equity 2 metals modity

One year or less 0.0 1.0 6.0 7.0 10.0

Over one to five years 0.5 5.0 8.0 7.0 12.0

OVEr fiVE YEAIS ....ceouiiiiicicieireet e 1.5 7.5 10.0 8.0 15.0

1For derivative contracts with multiple exchanges of principal, the conversion factors are multiplied by the number of remaining

payments in the derivative contract.

2For derivative contracts that automatically reset to zero value following a payment, the remaining maturity equals the time
until the next payment. However, interest rate contracts with remaining maturities of greater than one year shall be subject to a

minimum conversion factor of 0.5 percent.

(ii) Derivative contracts subject to a quali-
fying bilateral netting contract—(A) Netting
calculation. The credit equivalent amount for
multiple derivative contracts executed with
a single counterparty and subject to a quali-

19 For purposes of calculating either the po-
tential future credit exposure under section
3(M)(5)({)(B) of this appendix A or the gross
potential future credit exposure under sec-
tion 3(b)(5)(i1)(A)(2) of this appendix A for
foreign exchange contracts and other similar
contracts in which the notional principal is
equivalent to the cash flows, total notional
principal is the net receipts to each party
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fying bilateral netting contract as provided
by section (3)(b)(5)(ii)(B) of this appendix A

falling due on each value date in each cur-

rency.

20No potential future credit exposure is
calculated for single currency interest rate
swaps in which payments are made based
upon two floating indices, so-called floating/
floating or basis swaps; the credit equivalent
amount is measured solely on the basis of
the current credit exposure.
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is calculated by adding the net current cred-
it exposure and the adjusted sum of the po-
tential future credit exposure for all deriva-
tive contracts subject to the qualifying bi-
lateral netting contract.

(1) Net current credit exposure. The net cur-
rent credit exposure is the net sum of all
positive and negative mark-to-market values
of the individual derivative contracts subject
to a qualifying bilateral netting contract. If
the net sum of the mark-to-market value is
positive, then the net current credit expo-
sure equals that net sum of the mark-to-
market value. If the net sum of the mark-to-
market value is zero or negative, then the
net current credit exposure is zero.

(2) Adjusted sum of the potential future credit
exposure. The adjusted sum of the potential
future credit exposure is calculated as:

Anei=0.4XA gross+(0.6xXNGRXA gross)

A, is the adjusted sum of the potential fu-
ture credit exposure, Agwoss 18 the gross poten-
tial future credit exposure, and NGR is the
net to gross ratio. Ag.s is the sum of the po-
tential future credit exposure (as determined
under section 3(b)(5)(1)(B) of this appendix A)
for each individual derivative contract sub-
ject to the qualifying bilateral netting con-
tract. The NGR is the ratio of the net cur-
rent credit exposure to the gross current
credit exposure. In calculating the NGR, the
gross current credit exposure equals the sum
of the positive current credit exposures (as
determined under section 3(b)(6)(i)(A) of this
appendix A) of all individual derivative con-
tracts subject to the qualifying bilateral net-
ting contract.

(B) Qualifying bilateral netting contract. In
determining the current credit exposure for
multiple derivative contracts executed with
a single counterparty, a bank may net deriv-
ative contracts subject to a qualifying bilat-
eral netting contract by offsetting positive
and negative mark-to-market values, pro-
vided that:

(I) The qualifying bilateral netting con-
tract is in writing.

(2) The qualifying bilateral netting con-
tract is not subject to a walkaway clause.

(3) The qualifying bilateral netting con-
tract creates a single legal obligation for all
individual derivative contracts covered by
the qualifying bilateral netting contract. In
effect, the qualifying bilateral netting con-
tract must provide that the bank would have
a single claim or obligation either to receive
or to pay only the net amount of the sum of
the positive and negative mark-to-market
values on the individual derivative contracts
covered by the qualifying bilateral netting
contract. The single legal obligation for the
net amount is operative in the event that a
counterparty, or a counterparty to whom the
qualifying bilateral netting contract has
been assigned, fails to perform due to any of
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the following events: default, insolvency,
bankruptcy, or other similar circumstances.

(4) The bank obtains a written and rea-
soned legal opinion(s) that represents, with a
high degree of certainty, that in the event of
a legal challenge, including one resulting
from default, insolvency, bankruptcy, or
similar circumstances, the relevant court
and administrative authorities would find
the bank’s exposure to be the net amount
under:

(i) The law of the jurisdiction in which the
counterparty is chartered or the equivalent
location in the case of noncorporate entities,
and if a branch of the counterparty is in-
volved, then also under the law of the juris-
diction in which the branch is located;

(ii) The law of the jurisdiction that governs
the individual derivative contracts covered
by the bilateral netting contract; and

(iii) The law of the jurisdiction that gov-
erns the qualifying bilateral netting con-
tract.

(5) The bank establishes and maintains
procedures to monitor possible changes in
relevant law and to ensure that the quali-
fying bilateral netting contract continues to
satisfy the requirement of this section.

(6) The bank maintains in its files docu-
mentation adequate to support the netting
of a derivative contract. 2!

(iii) Risk weighting. Once the bank deter-
mines the credit equivalent amount for a de-
rivative contract or a set of derivative con-
tracts subject to a qualifying bilateral net-
ting contract, the bank assigns that amount
to the risk weight category appropriate to
the counterparty, or, if relevant, the nature
of any collateral or guarantee.22 However,

21By netting individual derivative con-
tracts for the purpose of calculating its cred-
it equivalent amount, a bank represents that
documentation adequate to support the net-
ting of a set of derivative contract is in the
bank’s files and available for inspection by
the OCC. Upon determination by the OCC
that a bank’s files are inadequate or that a
qualifying bilateral netting contract may
not be legally enforceable in any one of the
bodies of law described in section
3(b)(6)(11)(B)(3)(i) through (iii) of this appen-
dix A, the underlying derivative contracts
may not be netted for the purposes of this

section.
22Derivative contracts are an exception to
the general rule of applying collateral and
guarantees to the face value of off-balance
sheet items. The sufficiency of collateral and
guarantees is determined on the basis of the
credit equivalent amount of derivative con-
tracts. However, collateral and guarantees
held against a qualifying bilateral netting
contract is not recognized for capital pur-
poses unless it is legally available for all
Continued



Pt. 3, App. A

the maximum weight that will be applied to
the credit equivalent amount of such deriva-
tive contract(s) is 50 percent.

(iv) Exceptions. The following derivative
contracts are not subject to the above cal-
culation, and therefore, are not part of the
denominator of a national bank’s risk-based
capital ratio:

(A) An exchange rate contract with an
original maturity of 14 calendar days or
less;23 and

(B) A derivative contract that is traded on
an exchange requiring the daily payment of
any variations in the market value of the
contract.

Section 4. Recourse, Direct Credit Substitutes
and Positions in Securitications

(a) Definitions. For purposes of this section
4 of this appendix A, the following defini-
tions apply:

(1) Credit derivative means a contract that
allows one party (the protection purchaser)
to transfer the credit risk of an asset or off-
balance sheet credit exposure to another
party (the protection provider). The value of
a credit derivative is dependent, at least in
part, on the credit performance of a “ref-
erence asset.”

(2) Credit-enhancing interest-only  strip
means an on-balance sheet asset that, in
form or in substance:

(i) Represents the contractual right to re-
ceive some or all of the interest due on
transferred assets; and

(ii) Exposes the bank to credit risk directly
or indirectly associated with the transferred
assets that exceeds its pro rata claim on the
assets whether through subordination provi-
sions or other credit enhancing techniques.

(3) Credit-enhancing representations and war-
ranties means representations and warranties
that are made or assumed in connection with
a transfer of assets (including loan servicing
assets) and that obligate a bank to protect
investors from losses arising from credit risk
in the assets transferred or the loans serv-
iced. Credit-enhancing representations and
warranties include promises to protect a
party from losses resulting from the default
or nonperformance of another party or from
an insufficiency in the value of the collat-
eral. Credit-enhancing representations and
warranties do not include:

(i) Early-default clauses and similar war-
ranties that permit the return of, or pre-
mium refund clauses covering, 1-4 family
residential first mortgage loans (as described
in section 3(a)(3)(iii) of this appendix A) for
a period not to exceed 120 days from the date

contracts included in the qualifying bilateral
netting contract.

23 Notwithstanding section 3(b)(5)(B) of this
appendix A, gold contracts do not qualify for
this exception.
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of transfer. These warranties may cover only
those loans that were originated within 1
year of the date of transfer;

(ii) Premium refund clauses that cover as-
sets guaranteed, in whole or in part, by the
U.S. Government, a U.S. Government agen-
cy, or a U.S. Government-sponsored enter-
prise, provided the premium refund clauses
are for a period not to exceed 120 days from
the date of transfer; or

(iii) Warranties that permit the return of
assets in instances of fraud, misrepresenta-
tion or incomplete documentation.

(4) Direct credit substitute means an arrange-
ment in which a bank assumes, in form or in
substance, credit risk associated with an on-
or off-balance sheet asset or exposure that
was not previously owned by the bank (third-
party asset) and the risk assumed by the
bank exceeds the pro rata share of the bank’s
interest in the third-party asset. If a bank
has no claim on the third-party asset, then
the bank’s assumption of any credit risk is a
direct credit substitute. Direct credit sub-
stitutes include:

(i) Financial standby letters of credit that
support financial claims on a third party
that exceed a bank’s pro rata share in the fi-
nancial claim;

(ii) Guarantees, surety arrangements, cred-
it derivatives and similar instruments back-
ing financial claims that exceed a bank’s pro
rata share in the financial claim;

(iii) Purchased subordinated interests that
absorb more than their pro rata share of
losses from the underlying assets;

(iv) Credit derivative contracts under
which the bank assumes more than its pro
rata share of credit risk on a third-party
asset or exposure;

(v) Loans or lines of credit that provide
credit enhancement for the financial obliga-
tions of a third party;

(vi) Purchased loan servicing assets if the
servicer is responsible for credit losses or if
the servicer makes or assumes credit-en-
hancing representations and warranties with
respect to the loans serviced. Mortgage
servicer case advances that meet the condi-
tions of section 4(a)(8)(i) and (ii) of this ap-
pendix A, are not direct credit substitutes;

(vii) Clean-up calls on third-party assets.
Clean-up calls that are 10% or less of the
original pool balance and that are exer-
cisable at the option of the bank are not di-
rect credit substitutes; and

(viii) Unused portion of noneligible asset-
backed commercial paper liquidity facilities.

(5) Externally rated means that an instru-
ment or obligation has received a credit rat-
ing from at least one nationally recognized
statistical rating organization.

(6) Face amount means the notional prin-
cipal, or face value, amount of an off-balance
sheet item; the amortized cost of an asset
not held for trading purposes; and the fair
value of a trading asset.
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(7)) Financial asset means cash or other
monetary instrument, evidence of debt, evi-
dence of an ownership interest in an entity,
or a contract that conveys a right to receive
or exchange cash or another financial instru-
ment from another party.

(8) Financial standby letter of credit means a
letter of credit or similar arrangement that
represents an irrevocable obligation to a
third-party beneficiary:

(i) To repay money borrowed by, or ad-
vanced to, or for the account of, a second
party (the account party); or

(ii) To make payment on behalf of the ac-
count party, in the event that the account
party fails to fulfill its obligation to the ben-
eficiary.

(9) Mortgage servicer cash advance means
funds that a residential mortgage servicer
advances to ensure an uninterrupted flow of
payments, including advances made to cover
foreclosure costs or other expenses to facili-
tate the timely collection of the loan. A
mortgage servicer cash advance is not a re-
course obligation or a direct credit sub-
stitute if:

(i) The servicer is entitled to full reim-
bursement and this right is not subordinated
to other claims on the cash flows from the
underlying asset pool; or

(ii) For any one loan, the servicer’s obliga-
tion to make nonreimbursable advances is
contractually limited to an insignificant
amount of the outstanding principal amount
of that loan.

(10) Nationally recognized statistical rating
organization (NRSRO) means an entity recog-
nized by the Division of Market Regulation
of the Securities and Exchange Commission
(or any successor Division) (Commission) as
a nationally recognized statistical rating or-
ganization for various purposes, including
the Commission’s uniform net capital re-
quirements for brokers and dealers.

(11) Recourse means a bank’s retention, in
form or in substance, of any credit risk di-
rectly or indirectly associated with an asset
it has sold that exceeds a pro rata share of
that bank’s claim on the asset. If a bank has
no claim on a sold asset, then the retention
of any credit risk is recourse. A recourse ob-
ligation typically arises when a bank trans-
fers assets and retains an explicit obligation
to repurchase assets or to absorb losses due
to a default on the payment of principal or
interest or any other deficiency in the per-
formance of the underlying obligor or some
other party. Recourse may also exist implic-
itly if a bank provides credit enhancement
beyond any contractual obligation to sup-
port assets it has sold. The following are ex-
amples of recourse arrangements:

(i) Credit-enhancing representations and
warranties made on transferred assets;

(ii) Loan servicing assets retained pursu-
ant to an agreement under which the bank
will be responsible for losses associated with
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the loans serviced. Mortgage servicer cash
advances that meet the conditions of section
4(a)(9)(d) and (ii) of this appendix A, are not
recourse arrangements;

(iii) Retained subordinated interests that
absorb more than their pro rata share of
losses from the underlying assets;

(iv) Assets sold under an agreement to re-
purchase, if the assets are not already in-
cluded on the balance sheet;

(v) Loan strips sold without contractual
recourse where the maturity of the trans-
ferred portion of the loan is shorter than the
maturity of the commitment under which
the loan is drawn;

(vi) Credit derivatives issued that absorb
more than the bank’s pro rata share of losses
from the transferred assets;

(vii) Clean-up calls. Clean-up calls that are
10% or less of the original pool balance and
that are exercisable at the option of the
bank are not recourse arrangements; and

(viii) Noneligible asset-backed commercial
paper liquidity facilities.

(12) Residual interest means any on-balance
sheet asset that represents an interest (in-
cluding a beneficial interest) created by a
transfer that qualifies as a sale (in accord-
ance with generally accepted accounting
principles) of financial assets, whether
through a securitization or otherwise, and
that exposes a bank to any credit risk di-
rectly or indirectly associated with the
transferred asset that exceeds a pro rata
share of that bank’s claim on the asset,
whether through subordination provisions or
other credit enhancement techniques. Resid-
ual interests generally include credit-en-
hancing interest-only strips, spread ac-
counts, cash collateral accounts, retained
subordinated interests (and other forms of
overcollateralization) and similar assets
that function as a credit enhancement. Re-
sidual interests further include those expo-
sures that, in substance, cause the bank to
retain the credit risk of an asset or exposure
that had qualified as a residual interest be-
fore it was sold. Residual interests generally
do not include interests purchased from a
third party.

(13) Risk participation means a participation
in which the originating party remains liable
to the beneficiary for the full amount of an
obligation (e.g. a direct credit substitute)
notwithstanding that another party has ac-
quired a participation in that obligation.

(14) Securitization means the pooling and re-
packaging by a special purpose entity of as-
sets or other credit exposures that can be
sold to investors. Securitization includes
transactions that create stratified credit
risk positions whose performance is depend-
ent upon an underlying pool of credit expo-
sures, including loans and commitments.

(156) Structured finance program means a pro-
gram where receivable interests and asset-
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backed securities issued by multiple partici-
pants are purchased by a special purpose en-
tity that repackages those exposures into se-
curities that can be sold to investors. Struc-
tured finance programs allocate credit risks,
generally, between the participants and cred-
it enhancement provided to the program.

(16) Traded position means a position re-
tained, assumed or issued in connection with
a securitization that is externally rated,
where there is a reasonable expectation that,
in the near future, the rating will be relied
upon by:

(i) Unaffiliated investors to purchase the
position; or

(ii) An unaffiliated third party to enter
into a transaction involving the position,
such as a purchase, loan or repurchase agree-
ment.

(b) Credit equivalent amounts and risk
weights of recourse obligations and direct credit
substitutes—(1) Credit-equivalent amount. Ex-
cept as otherwise provided, the credit-equiv-
alent amount for a recourse obligation or di-
rect credit substitute is the full amount of
the credit-enhanced assets for which the
bank directly or indirectly retains or as-
sumes credit risk multiplied by a 100% con-
version factor.

(2) Risk-weight factor. To determine the
bank’s risk-weighted assets for off-balance
sheet recourse obligations and direct credit
substitutes, the credit equivalent amount is
assigned to the risk category appropriate to
the obligor in the underlying transaction,
after considering any associated guarantees
or collateral. For a direct credit substitute
that is an on-balance sheet asset (e.g., a pur-
chased subordinated security), a bank must
calculate risk-weighted assets using the
amount of the direct credit substitute and
the full amount of the assets it supports, i.e.,
all the more senior positions in the struc-
ture.

(c) Credit equivalent amount and risk weight
of participations in, and syndications of, direct
credit substitutes. The credit equivalent
amount for a participation interest in, or
syndication of, a direct credit substitute is
calculated and risk weighted as follows:

(1) In the case of a direct credit substitute
in which a bank has conveyed a risk partici-
pation, the full amount of the assets that are
supported by the direct credit substitute is
converted to a credit equivalent amount
using a 100% conversion factor. The pro rata
share of the credit equivalent amount that
has been conveyed through a risk participa-
tion is then assigned to whichever risk-
weight category is lower: the risk-weight
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category appropriate to the obligor in the
underlying transaction, after considering
any associated guarantees or collateral, or
the risk-weight category appropriate to the
party acquiring the participation. The pro
rata share of the credit equivalent amount
that has not been participated out is as-
signed to the risk-weight category appro-
priate to the obligor after considering any
associated guarantees or collateral.

(2) In the case of a direct credit substitute
in which the bank has acquired a risk par-
ticipation, the acquiring bank’s pro rata
share of the direct credit substitute is multi-
plied by the full amount of the assets that
are supported by the direct credit substitute
and converted using a 100% credit conversion
factor. The resulting credit equivalent
amount is then assigned to the risk-weight
category appropriate to the obligor in the
underlying transaction, after considering
any associated guarantees or collateral.

(3) In the case of a direct credit substitute
that takes the form of a syndication where
each bank or participating entity is obli-
gated only for its pro rata share of the risk
and there is no recourse to the originating
entity, each bank’s credit equivalent amount
will be calculated by multiplying only its pro
rata share of the assets supported by the di-
rect credit substitute by a 100% conversion
factor. The resulting credit equivalent
amount is then assigned to the risk-weight
category appropriate to the obligor in the
underlying transaction, after considering
any associated guarantees or collateral.

(d) Externally rated positions: credit-equiva-
lent amounts and risk weights—(1) Traded posi-
tions. With respect to a recourse obligation,
direct credit substitute, residual interest
(other than a credit-enhancing interest-only
strip) or asset- or mortgage-backed security
that is a “traded position” and that has re-
ceived an external rating on a long-term po-
sition that is one grade below investment
grade or better or a short-term position that
is investment grade, the bank may multiply
the face amount of the position by the appro-
priate risk weight, determined in accordance
with Tables C or D of this appendix A.2¢ If a
traded position receives more than one ex-
ternal rating, the lowest single rating will
apply.

24 Stripped mortgage-backed securities or

other similar instruments, such as interest-
only or principal-only strips, that are not
credit enhancing must be assigned to the
100% risk category.
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TABLE C
Long-term rating category Examples :Tf;::sgg
Highest or second highest investment grade ...........cccccooiiiiiiiiicncnennne AAA, AA 20
Third highest investment grade ...... AL 50
Lowest investment grade BBB 100
One category below investment grade BB s 200
TABLE D
Short-term rating category Examples ::I*:\s};;ggle%rt];
Highest investment grade 20
Second highest investment grade .. 50
Lowest investment grade 100

(2) Non-traded positions. A recourse obliga-
tion, direct credit substitute, residual inter-
est (but not a credit-enhancing interest-only
strip) or asset- or mortgage-backed security
extended in connection with a securitization
that is not a “traded position” may be as-
signed a risk weight in accordance with sec-
tion 4(d)(1) of this appendix A if:

(i) It has been externally rated by more
than one NRSRO;

(ii) It has received an external rating on a
long-term position that is one category
below investment grade or better or a short-
term position that is investment grade by all
NRSROs providing a rating;

(iii) The ratings are publicly available; and

(iv) The ratings are based on the same cri-
teria used to rate traded positions.

If the ratings are different, the lowest rating
will determine the risk category to which
the recourse obligation, residual interest or
direct credit substitute will be assigned.

(e) Senior positions not externally rated. For
a recourse obligation, direct credit sub-
stitute, residual interest or asset- or mort-
gage-backed security that is not externally
rated but is senior or preferred in all fea-
tures to a traded position (including
collateralization and maturity), a bank may
apply a risk weight to the face amount of the
senior position in accordance with section
4(d)(1) of this appendix A, based upon the
traded position, subject to any current or
prospective supervisory guidance and the
bank satisfying the OCC that this treatment
is appropriate. This section will apply only if
the traded position provides substantive
credit support to the unrated position until
the unrated position matures.

(f) Residual Interests—(1) Concentration limit
on credit-enhancing interest-only strips. In ad-
dition to the capital requirement provided
by section 4(f)(2) of this appendix A, a bank
must deduct from Tier 1 capital all credit-
enhancing interest-only strips in excess of 256
percent of Tier 1 capital in accordance with
section 2(c)(2)(iv) of this appendix A.
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(2) Credit-enhancing interest-only strip cap-
ital requirement. After applying the con-
centration limit to credit-enhancing inter-
est-only strips in accordance with section
(£)(1), a bank must maintain risk-based cap-
ital for a credit-enhancing interest-only
strip equal to the remaining amount of the
credit-enhancing interest-only strip (net of
any existing associated deferred tax liabil-
ity), even if the amount of risk-based capital
required to be maintained exceeds the full
risk-based capital requirement for the assets
transferred. Transactions that, in substance,
result in the retention of credit risk associ-
ated with a transferred credit-enhancing in-
terest-only strip will be treated as if the
credit-enhancing interest-only strip was re-
tained by the bank and not transferred.

(3) Other residual interests capital require-
ment. Except as provided in sections (d) or (e)
of this section, a bank must maintain risk-
based capital for a residual interest (exclud-
ing a credit-enhancing interest-only strip)
equal to the face amount of the residual in-
terest that is retained on the balance sheet
(net of any existing associated deferred tax
liability), even if the amount of risk-based
capital required to be maintained exceeds
the full risk-based capital requirement for
the assets transferred. Transactions that, in
substance, result in the retention of credit
risk associated with a transferred residual
interest will be treated as if the residual in-
terest was retained by the bank and not
transferred.

(4) Residual interests and other recourse obli-
gations. Where the aggregate capital require-
ment for residual interests (including credit-
enhancing interest-only strips) and recourse
obligations arising from the same transfer of
assets exceed the full risk-based capital re-
quirement for those assets, a bank must
maintain risk-based capital equal to the
greater of the risk-based capital requirement
for the residual interest as calculated under
sections 4(f)(1) through (3) of this appendix A
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or the full risk-based capital requirement for
the assets transferred.

(g) Positions that are not rated by an NRSRO.
A position (but not a residual interest) ex-
tended in connection with a securitization
and that is not rated by an NRSRO may be
risk-weighted based on the bank’s deter-
mination of the credit rating of the position,

12 CFR Ch. I (1-1-11 Edition)

as specified in Table E of this appendix A,
multiplied by the face amount of the posi-
tion. In order to qualify for this treatment,
the bank’s system for determining the credit
rating of the position must meet one of the
three alternative standards set out in sec-
tion 4(g)(1)through (3) of this appendix A.

TABLE E
Rating category Examples ﬁr'fl;gggn;
Investment grade ........ BBB, or better 100
One category below investment grade BB . 200

(1) Internal risk rating used for asset-backed
programs. A direct credit substitute (but not
a purchased credit-enhancing interest-only
strip) is assumed by a bank in connection
with an asset-backed commercial paper pro-
gram sponsored by the bank and the bank is
able to demonstrate to the satisfaction of
the OCC, prior to relying upon its use, that
the bank’s internal credit risk rating system
is adequate. Adequate internal credit risk
rating systems usually contain the following
criteria:

(i) The internal credit risk system is an in-
tegral part of the bank’s risk management
system that explicitly incorporates the full
range of risks arising from a bank’s partici-
pation in securitization activities;

(ii) Internal credit ratings are linked to
measurable outcomes, such as the prob-
ability that the position will experience any
loss, the position’s expected loss given de-
fault, and the degree of variance in losses
given default on that position;

(iii) The bank’s internal credit risk system
must separately consider the risk associated
with the underlying loans or borrowers, and
the risk associated with the structure of a
particular securitization transaction;

(iv) The bank’s internal credit risk system
must identify gradations of risk among
“pass” assets and other risk positions;

(v) The bank must have clear, explicit cri-
teria that are used to classify assets into
each internal risk grade, including subjec-
tive factors;

(vi) The bank must have independent cred-
it risk management or loan review personnel
assigning or reviewing the credit risk rat-
ings;

(vii) An internal audit procedure should pe-
riodically verify that internal risk ratings
are assigned in accordance with the bank’s
established criteria.

(viii) The bank must monitor the perform-
ance of the internal credit risk ratings as-
signed to nonrated, nontraded direct credit
substitutes over time to determine the ap-
propriateness of the initial credit risk rating
assignment and adjust individual credit risk
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ratings, or the overall internal credit risk
ratings system, as needed; and

(ix) The internal credit risk system must
make credit risk rating assumptions that are
consistent with, or more conservative than,
the credit risk rating assumptions and meth-
odologies of NRSROs.

(2) Program Ratings. A direct credit sub-
stitute or recourse obligation (but not a re-
sidual interest) is assumed or retained by a
bank in connection with a structured finance
program and a NRSRO has reviewed the
terms of the program and stated a rating for
positions associated with the program. If the
program has options for different combina-
tions of assets, standards, internal credit en-
hancements and other relevant factors, and
the NRSRO specifies ranges of rating cat-
egories to them, the bank may apply the rat-
ing category applicable to the option that
corresponds to the bank’s position. In order
to rely on a program rating, the bank must
demonstrate to the OCC’s satisfaction that
the credit risk rating assigned to the pro-
gram meets the same standards generally
used by NRSROs for rating traded positions.
The bank must also demonstrate to the
OCC’s satisfaction that the criteria under-
lying the NRSRO’s assignment of ratings for
the program are satisfied for the particular
position. If a bank participates in a
securitization sponsored by another party,
the OCC may authorize the bank to use this
approach based on a program rating obtained
by the sponsor of the program.

(3) Computer Program. The bank is using an
acceptable credit assessment computer pro-
gram to determine the rating of a direct
credit substitute or recourse obligation (but
not a residual interest) extended in connec-
tion with a structured finance program. A
NRSRO must have developed the computer
program and the bank must demonstrate to
the OCC’s satisfaction that ratings under the
program correspond credibly and reliably
with the rating of traded positions.

(h) Limitations on risk-based capital require-
ments—(1) Low-level exposure rule. If the max-
imum contractual exposure to loss retained
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or assumed by a bank is less than the effec-
tive risk-based capital requirement, as deter-
mined in accordance with section 4(b) of this
appendix A, for the asset supported by the
bank’s position, the risk based capital re-
quired under this appendix A is limited to
the bank’s contractual exposure, less any re-
course liability account established in ac-
cordance with generally accepted accounting
principles. This limitation does not apply
when a bank provides credit enhancement
beyond any contractual obligation to sup-
port assets that it has sold.

(2) Related on-balance sheet assets. If an
asset is included in the calculation of the
risk-based capital requirement under this
section 4 of this appendix A and also appears
as an asset on a bank’s balance sheet, the
asset is risk-weighted only under this sec-
tion 4 of this appendix A, except in the case
of loan servicing assets and similar arrange-
ments with embedded recourse obligations or
direct credit substitutes. In that case, both
the on-balance sheet servicing assets and the
related recourse obligations or direct credit
substitutes must both be separately risk
weighted and incorporated into the risk-
based capital calculation.

(i) Alternative Capital Calculation for Small
Business Obligations—(1) Definitions. For pur-
poses of this section 4(i):

(i) Qualified bank means a bank that:

(A) Is well capitalized as defined in 12 CFR
6.4 without applying the capital treatment
described in this section 4(i), or

(B) Is adequately capitalized as defined in
12 CFR 6.4 without applying the capital
treatment described in this section 4(i) and
has received written permission from the ap-
propriate district office of the OCC to apply
the capital treatment described in this sec-
tion 4(@i).

(ii) Recourse has the meaning given to such
term under generally accepted accounting
principles.

(iii) Small business means a business that
meets the criteria for a small business con-
cern established by the Small Business Ad-
ministration in 13 CFR part 121 pursuant to
15 U.S.C. 632.

(2) Capital and reserve requirements. Not-
withstanding the risk-based capital treat-
ment outlined in section 2(c)(4) and any
other subsection (other than subsection (i))
of this section 4, with respect to a transfer of
a small business loan or a lease of personal
property with recourse that is a sale under
generally accepted accounting principles, a
qualified bank may elect to apply the fol-
lowing treatment:

(i) The bank establishes and maintains a
non-capital reserve under generally accepted
accounting principles sufficient to meet the
reasonable estimated liability of the bank
under the recourse arrangement; and

(ii) For purposes of calculating the bank’s
risk-based capital ratio, the bank includes

43

Pi. 3, App. A

only the face amount of its recourse in its
risk-weighted assets.

(3) Limit on aggregate amount of recourse.
The total outstanding amount of recourse re-
tained by a qualified bank with respect to
transfers of small business loans and leases
of personal property and included in the
risk-weighted assets of the bank as described
in section 4(i)(2) of this appendix A may not
exceed 15 percent of the bank’s total capital
after adjustments and deductions, unless the
OCC specifies a greater amount by order.

(4) Bank that ceases to be qualified or that ex-
ceeds aggregate limit. If a bank ceases to be a
qualified bank or exceeds the aggregate limit
in section 4(i)(3) of this appendix A, the bank
may continue to apply the capital treatment
described in section 4(i)(2) of this appendix A
to transfers of small business loans and
leases of personal property that occurred
when the bank was qualified and did not ex-
ceed the limit.

(5) Prompt Corrective Action not affected. (i)
A bank shall compute its capital without re-
gard to this section 4(i) for purposes of
prompt corrective action (12 U.S.C. 18310 and
12 CFR part 6) unless the bank is an ade-
quately or well capitalized bank (without ap-
plying the capital treatment described in
this section 4(i)) and, after applying the cap-
ital treatment described in this section 4(@i),
the bank would be well capitalized.

(ii) A bank shall compute its capital with-
out regard to this section 4(i) for purposes of
12 U.S.C. 183lo(g) regardless of the bank’s
capital level.

Section 5. Optional transition provisions re-
lated to the implementation of consolidation
requirements under FAS 167.

(a) This section 5 provides optional transi-
tion provisions for a national bank that is
required for financial and regulatory report-
ing purposes, as a result of its implementa-
tion of Statement of Financial Accounting
Standards No. 167, Amendments to FASB Inter-
pretation No. 46(R) (FAS 167), to consolidate
certain variable interest entities (VIEs) as
defined under United States generally ac-
cepted accounting principles (GAAP). These
transition provisions apply through the end
of the fourth quarter following the date of a
bank’s implementation of FAS 167 (imple-
mentation date).

(b) Exclusion period. (1) Exclusion of risk-
weighted assets for the first and second quar-
ters. For the first two quarters after the im-
plementation date (exclusion period), includ-
ing for the two calendar quarter-end regu-
latory report dates within those quarters, a
bank may exclude from risk-weighted assets:

(i) Subject to the limitations in paragraph
(d) of this section 5, assets held by a VIE,
provided that the following conditions are
met:

(A) The VIE existed prior to the implemen-
tation date;
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(B) The bank did not consolidate the VIE
on its balance sheet for calendar quarter-end
regulatory report dates prior to the imple-
mentation date;

(C) The bank must consolidate the VIE on
its balance sheet beginning as of the imple-
mentation date as a result of its implemen-
tation of FAS 167; and

(D) The bank excludes all assets held by
VIEs described in paragraphs (b)(1)(A)(A)
through (C) of this section 5; and

(ii) Subject to the limitations of paragraph
(d) of this section 5, assets held by a VIE
that is a consolidated asset-backed commer-
cial paper (ABCP) program, provided that
the following conditions are met:

(A) The bank is the sponsor of the ABCP
program;

(B) Prior to the implementation date, the
bank consolidated the VIE onto its balance
sheet under GAAP and excluded the VIE’s
assets from the bank’s risk-weighted assets;
and

(C) The bank chooses to exclude all assets
held by ABCP program VIEs described in
paragraphs (b)(1)(ii)(A) and (B) of this sec-
tion 5.

(2) Risk-weighted assets during exclusion pe-
riod. During the exclusion period, including
the two calendar quarter-end regulatory re-
port dates within the exclusion period, a
bank adopting the optional provisions of this
paragraph (b) of this section 5 must calculate
risk-weighted assets for its contractual expo-
sures to the VIEs referenced in paragraph
(b)(1) of this section 5 on the implementation
date and include this calculated amount in
its risk-weighted assets. Such contractual
exposures may include direct-credit sub-
stitutes, recourse obligations, residual inter-
ests, liquidity facilities, and loans.

(3) Inclusion of ALLL in Tier 2 capital for the
first and second quarters. During the exclusion
period, including for the two calendar quar-
ter-end regulatory report dates within the
exclusion period, a bank that excludes VIE
assets from risk-weighted assets pursuant to
paragraph (b)(1) of this section may include
in Tier 2 capital the full amount of the al-
lowance for loan and lease losses (ALLL) cal-
culated as of the implementation date that
is attributable to the assets it excludes pur-
suant to paragraph (b)(1) of this section 5 (in-
clusion amount). The amount of ALLL in-
cludable in Tier 2 capital in accordance with
this paragraph shall not be subject to the
limitations set forth in section 2(b)(1) of this
Appendix A.

(c) Phase-in period. (1) Exclusion amount.
For purposes of this paragraph (c), exclusion
amount is defined as the amount of risk-
weighted assets excluded in paragraph (b)(1)
of this section as of the implementation
date.

(2) Risk-weighted assets during the third and
fourth quarters. A bank that excludes assets
of consolidated VIEs from risk-weighted as-
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sets pursuant to paragraph (b)(1) of this sec-
tion may, for the third and fourth quarters
after the implementation date (phase-in pe-
riod), including for the two calendar quarter-
end regulatory report dates within those
quarters, exclude from risk-weighted assets
50 percent of the exclusion amount, provided
that the bank may not include in risk-
weighted assets pursuant to this paragraph
an amount less than the aggregate risk-
weighted assets calculated pursuant to para-
graph (b)(2) of this section.

(3) Inclusion of ALLL in Tier 2 capital during
the third and fourth quarters. A bank that ex-
cludes assets of consolidated VIEs from risk-
weighted assets pursuant to paragraph (c)(2)
of this section may, for the phase-in period,
include in Tier 2 capital 50 percent of the in-
clusion amount it included in Tier 2 capital
during the exclusion period, notwithstanding
the limit on including ALLL in Tier 2 capital
in section 2(b)(1) of this Appendix A.

(d) Implicit recourse limitation. Notwith-
standing any other provision in this section
5, assets held by a VIE to which the bank has
provided recourse through credit enhance-
ment beyond any contractual obligation to
support assets it has sold may not be ex-
cluded from risk-weighted assets.

[64 FR 4177, Jan. 27, 1989]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting appendix A to part 3 of title
12, see the List of CFR Sections Affected,
which appears in the Finding Aids section of
the printed volume and at www.fdsys.gov.

APPENDIX B TO PART 3—RISK-BASED
CAPITAL GUIDELINES; MARKET RISK
ADJUSTMENT

Section 1. Purpose, Applicability, Scope, and
Effective Date

(a) Purpose. The purpose of this appendix is
to ensure that banks with significant expo-
sure to market risk maintain adequate cap-
ital to support that exposure.! This appendix
supplements and adjusts the risk-based cap-
ital ratio calculations under appendix A of
this part with respect to those banks.

(b) Applicability. (1) This appendix applies
to any national bank whose trading activ-
ity2 (on a worldwide consolidated basis)
equals:

1This appendix is based on a framework de-

veloped jointly by supervisory authorities
from the countries represented on the Basle
Committee on Banking Supervision and en-
dorsed by the Group of Ten Central Bank
Governors. The framework is described in a
Basle Committee paper entitled “Amendment
to the Capital Accord to Incorporate Market
Risk,” January 1996.

2Trading activity means the gross sum of
trading assets and liabilities as reported in
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